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Difheulties in achieving tax-free 


corporate acquisitions under new Regulations 


by Ropert L. Merritt 


Despite the clear intention of Congress to provide more certain and more simple rules governing 


tax-free corporate acquisitions, proposed Regulations under 1954 Code, Subchapter C, leave the 


tax practitioner a rough path to tread. 


lo obtain desired results under them. 


This arlicle analyzes the Regulations and suggests how 


Particular attention is paid to difficulties with definitions, 


and to the complicated struggle between form and end result as the determining factor in taxability 


w= IT WAS DESIRED, under the 1939 Code, to buy 
out a small minority interest for cash upon the 
merging of two corporations, a statutory merger (an 
“A” reorganization) rather than a “practical merger” 
(a “C” reorganization) offered the solution to the 
problem. The trouble was that it was (and still is) 
not always possible to effect a statutory merger; not 
all states have merger statutes. 

The striking feature of the “A” reorganization pro- 
vision under both the 1939 and the 1954 codes is that 
there is no spelling out of what the shareholders of 
the merged or of the continuing corporation must re- 
ceive. Thus, it is possible for any combination of vot- 
ing and non-voting stock, securities, cash, and other 
property to be received by them without disqualifying 
the reorganization from meeting the “A” reorganiza- 
tion requirements, provided that the judicially de- 
veloped “continuity of interest” requirement is met. 

The 1954 Code narrows considerably the differences 
in tax treatment of “A” and “C” reorganizations. An 
important change designed to make practical mergers 
more feasible from a tax viewpoint is one providing 
that (1) if a corporation acquires substantially all 
of the properties of another corporation, and (2) if 
the “C” reorganization definition would be met but for 
the fact the acquiring corporation exchanges “money or 
other property” in addition to voting stock, and (3) if 
the acquiring corporation acquires solely for its own 
voting stock or solely for voting stock of a corporation 
controlling it, property of the transferor corporation 
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having a fair market value which is at least 80 percent 
of the fair market value of all (not merely the trans- 
ferred portion) of the transferor corporation’s prop- 
erty, then such acquisition will be treated as a “C” 
reorganization. Solely for the purpose of this determi- 
nation, “the amount of any liability assumed by the 
acquiring corporation and the amount of any liability 
to which any property acquired is subject,” is treated 
as money paid for the property. 

Thus, under the 1954 code, as long as voting stock 
is given for property having a fair market value which 
is at least 80 percent of the fair market value of all 
of the property of the transfer corporation, the re- 
maining consideration paid by the acquiring corpora- 
tion can be money or other property. Moreover, there 
is no requirement that the consideration other than 
voting stock be distributed pro rata to the stockholders 
of the transferor corporation. Even if a corporation’s 
entire assets are transferred in a “C” reorganization 
for voting stock plus cash not exceeding the 20 per- 
cent restriction, the “continuity of interest” rule will 
not be violated if one group of shareholders receives 
only voting stock and the other group of shareholders 
receives only cash. All this is in furtherance of the con- 
gressional intent to alleviate the difficulties which ex- 
isted under the 1939 code if some shareholders of the 
transferor corporation wished to receive property 
rather than stock in the acquiring corporation. 

The application of the 80 percent-20 percent rule 
may be illustrated as follows: Corporation A has assets 
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worth $100,000 and $10,000 in liabilities. Corporation 


Y acquires $98,000 worth of these assets subject to a- 


liability of $10,000. In exchange for these assets, 
Corporation Y transfers its own voting stock, assumes 
the $10,000 liability, and pays $8,000 in cash. This 
transaction qualifies as a “C” reorganization even 
though a part of the assets of Corporation A is acquired 
for cash. If, however, the assets of Corporation A 
in the above example were subject fo $50,000 in 
liabilities rather than only $10,000, only an acquisition 
of all the assets, subject to the liabilities, for voting 
stock would meet the test because Corporation A’s 
liabilities alone are in excess of 20 percent of the fair 
market value of all of the property transferred. In such 
a case, a statutory merger or consolidation would be 
required in order to have the transaction qualify as 
a reorganization. 

Although the transferor corporation can transfer up 
to 20 percent (in fair market value) of its property 
for other than voting stock, in practice this provision 
will not have wide application. The transfer of sub- 
stantially all of the properties of one corporation to 
another in a “C” reorganization situation is commonly 
accompanied by the latter assuming the indebtedness 
of the transferor. 

However, the assumption of all liabilities of the 
transferor, including contingent or undisclosed liabili- 
ties, could cause a violation of the terms of 80 percent- 
20 percent exception which would not show up until 
some time after the consummation of the reorganiza- 
tion. The exception in Section 368(a)(2)(B) is not 
written in terms of the estimated amount of liabilities 
assumed, but rather in terms of “the amount,” which 
could perhaps be determined by hindsight. The dis- 
creet will therefore, in such circumstances, choose 
the statutory merger or consolidation route to accom- 
plish their purposes and not risk the uncertainty of a 
practical merger qualifying as a tax-free “reorganiza- 
tion.” The limited assumption of liabilities could also 
be considered. 


What is “amount” of liabilities assumed? 


The proposed regulations show no awareness of the 
need to define what is meant by “the amount” of 
liabilities assumed. It is arguable that where all the 
liabilities of the transferor are assumed by the trans- 
feree, including contingent and undisclosed liabilities, 
“the amount” of the liabilities for the purpose of 
applying the 80 percent-20 percent rule should be 
the estimated amount value thereof based on the facts 
known to the parties on the date of the transfer, rather 
than the actual ultimate amount of liability. Other- 
wise, in some instances it may be years after a trans- 
action takes place before one could be certain that 
the terms of the 80 percent-20 percent exception have 
been met. 

There are certain practical difficulties attendant 
upon the above suggestion. For one thing, parties to 
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a corporate reorganization would always run the tax 
risk, in valuing contingent and disputed liabilities, 
that the Service would later disagree with the valua- 
tion. The Service is especially likely to raise the issue 
if subsequent events should be such that the estimated 
valuation in fact proves to have been too low. The 
parties should not be required to run this tax risk where 
they can show that the valuation of contingent and 
disputed liabilities was arrived at in good faith and 
as a result of arm’s-length negotiations seeking to fix 
their relative interests. 

In view of these difficulties, it is likely that the 80 
percent-20 percent rule will in practice be little availed 
of, except in those cases where the transferee does not 
assume contingent and undisclosed liabilities. Perhaps 
in the future the Congress may see fit to exempt such 
liabilities (or indeed, all assumed liabilities) from the 
80 percent-20 percent formula provided in Section 
368 (a) (2)(B) (ii). 


VOTING STOCK IN “C” REORGANIZATION 


The new “C” reorganization definition does not 
specifically permit the corporation transferring sub- 
stantially all of its assets (Corporation W), or its 
shareholders, to receive both voting stock of the ac- 
quiring corporation (Corporation A) and voting stock 
of its parent (Corporation P); the acquisition by one 
corporation of substantially all of the properties of 
another corporation must be in exchange “solely for all 
or a part of its [the acquiring corporation’s] voting 
stock (or in exchange solely for all or a part of the 
voting stock of a corporation which is in control of the 
acquiring corporation)... .” 

It is questionable whether any valid “continuity of 
interest” policy decision underlies this particular legis- 
lative restriction. If Congress has chosen to decree that 
the transferor corporation (Corporation W) or its 
shareholders have a sufficient continuity of interest in 
the assets transferred to Corporation A where the con- 
sideration for the transfer is voting stock in Corpora- 
tion P, it defies logic for it to deny that there is a 
sufficient continuity of interest where Corporation W 
or its shareholders receive not only some voting stock 
in Corporation P but also voting stock in Corporation 
A. Indeed, the necessary continuity of interest was 
found to exist in such a situation by both the Board of 
Tax Appeals and the Court of Appeals for the Third 
Circuit, prior to the Supreme Court’s decision in the 
Groman case. The restriction is even more perplexing 
since the possibility exists under the new “C” reorgani- 
zation provision of Corporation W transferring its 
assets to Corporation A in exchange for voting stock 
of Corporation P, and of Corporation A immediately 
transferring the assets to a subsidiary of Corporation 
A. The assets of Corporation W in such a case are twice 
removed from Corporation P, and yet the Corporation 
W shareholders, through ownership of a part of Corpo- 
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ration P’s voting stock, are deemed to have a sufficient 
continuity of interest in the transferred assets to con- 
stitute the transaction as a “C” reorganization. 

Regardless of the failure of Section 368(a)(1)(C) 
specifically to permit Corporation W or its share- 
holders to receive both voting stock of Corporation P 
and voting stock of Corporation A, the 80 percent-20 
percent rule does appear to permit in a limited way the 
giving of both Corporation P voting stock and Corpora- 
tion A voting stock. The proposed regulations do not 
take this possibility into account, and the following 
sentence in Section 1.368-2(d) of the proposed regula- 
tions requires modification: “. . . if the properties of 
Corporation W are acquired in exchange for voting 
stock of both Corporation P and Corporation A, the 
transaction will not constitute a reorganization under 
Section 368(a)(1)(C).” 

One of the conditions of the 80 percent-20 percent 
rule is that it applies only if “the acquisition would 
qualify under paragraph (1)(C) but for the fact that 
the acquiring corporation exchanges money or other 
property in addition to voting stock. . . .” Suppose all 
of the assets of Corporation W are acquired and 80 
percent of the consideration therefor is voting stock 
of Corporation A and 20 percent is voting stock of 
Corporation P (Corporation A being the acquiring 
corporation ), or suppose it is the other way around and 
it is 80 percent Corporation P and 20 percent Corpora- 
tion A voting stock (Corporation P being the acquir- 
ing corporation, with an immediate transfer of Corpo- 
ration W’s assets to Corporation A). It would appear 
that the voting stock in the 20 percent category may 
properly be treated as “other property” within the 
meaning of the above-quoted qualification. There is 
nothing in the statute which requires that the “money 
or other property” referred to in Section 368(a) (2)- 
(B)(ii) constitute “boot,” the receipt of which is 
subject to the recognition of gain rules of Section 356, 
or which indicates that voting stock (or nonvoting 
stock) of a party to the reorganization was not meant 
to be included in the scope of “other property.” 

It may be that ultimately the Treasury will recog- 
nize, either voluntarily or through judicial mandate, 
that there is a “C” reorganization and that the 80 
percent-20 percent rules applies where all of the assets 
of Corporation W are acquired and 80 percent of the 
consideration therefor is voting stock of Corporation 
A and 20 percent of the voting stock of Corporation P 
(Corporation A being the acquiring corporation), or 
where 80 percent is voting stock of Corporation P and 
20 percent is voting stock of Corporation A (Corpora- 
tion P being the acquiring corporation, with an im- 
mediate transfer of Corporation W’s assets to Corpo- 
ration A). The Treasury, nevertheless, may couple 
such recognition with a contention that the Groman 
decision is still good law, and that at least in the case 
where the 20 percent is voting stock of Corporation P 
(Corporation A being the acquiring ‘corporation ), 


Corporation P is not a party to the reorganization. 
Under this approach the voting stock of Corporation P 
would constitute “boot” received as part of a “C” re- 
organization. However, where Corporation P is the 
acquiring corporation, with an immediate transfer of 
Corporation W’s assets to Corporation A, I believe 
there is substance to the position that Corporation A 
as well as Corporation P is a party to the “C” reorgani- 
zation, and that no “boot” is involved in the trans- 
action. Indeed, the Bashford case assumes this con- 
clusion as to Corporation A, and the 1954 Code brings 
about this result as to Corporation P. 


ACQUISITION “SOLELY” FOR VOTING STOCK 


The 1939 code defined a “B” reorganization as “the 
acquisition by one corporation in exchange solely for 
all or a part of its voting stock: of at least 80 per 
centum of the voting stock and at least 80 per centum 
of the total number of shares of all other classes of 
stock of another corporation. . . .” The House bill sub- 
stituted for this the concept of a “corporate acquisi- 
tion of stock,” which it defined, subject to two limita- 
tions, as “the acquisition in a single transaction, by one 
corporation, in exchange for all or part of its partici- 
pating stock, of stock of another corporation. . . .” The 
first limitation required that “immediately after the 
acquisition the acquiring corporation has control of 
such other [acquired] corporations (whether or not 
such acquiring corporation had control immediately 
prior to the acquisition).” The second required that 
a “relative size” (also called the “4 to 1”) requirement 
be met. 

A “B” reorganization under the 1954 Code is in 
essence a “corporate acquisition of stock” under the 
House bill, but without the “relative size” require- 
ment, and without a specific reference to the stock 
being acquired in “a single transaction.” 
368(a)(1)(B) defines as a “reorganization,” 

“,.. the acquisition by one corporation, in exchange 
solely for all or a part of its voting stock, of stock of 
another corporation if, immediately after the acquisi- 
tion, the acquiring corporation has control of such 
other corporation (whether or not such acquiring 
corporation had control immediately before the acqui- 
sition)... .” 


Section 


The parenthetical expression, retained from the 
House bill, is the so-called “creeping control” amend- 
ment. In effect, the “creeping control” amendment 
treats as acquired in exchange for voting stock, for 
“B” reorganization purposes, any stock of a corpora- 
tion which is acquired by another corporation prior to 
the transaction which results in the latter acquiring 
(solely for its voting stock) sufficient additional shares 
of the former to give it “control.” Stated more simply, 
if Corporation A purchases 30 percent of the common 
stock (the only class of stock outstanding ) of Corpora- 
tion W for cash in 1955, and thereafter in a separate 
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transaction in 1956 acquires an additional 60 percent 
of the common stock of Corporation W for its own vot- 
ing stock, no gain or loss will be recognized with 
respect to the exchange in 1956 because the “B” re- 
organization requirements will be met. Under the 
1939 code, this would not have been so because the 
original 30 percent had not been acquired solely for 
Corporation A’s voting stock. 

The Senate Finance Committee obviously intended 
to liberalize the old law by extending the scope of the 
“B” reo-ganization definition. However, the proposed 
regulations narrow the interpretation made by the 
old Regulations in an important respect. 

The 1939 Code required the acquisition “of at least 
80 per centum of the voting stock and at least 80 per 
centum of the total number of shares of other classes 
of stock of another corporation,” and such acquisition 
had to be solely for all or a part of the voting stock 
of the acquiring corporation. The Regulations under 
the 1939 code merely require that the acquisition by 
the acquiring corporation “of the required amount of 
the stock” of the acquired corporation “must be in ex- 
change solely for all or a part of the voting stock of 
the acquiring corporation.” Presumably, if in a single 
transaction Corporation A acquired 80 percent of 
Corporation W’s common stock (the only class out- 
standing ) for part of its own voting stock, it could ac- 
quire additional shares of Corporation W’s common 
stock for cash without prejudicing the treatment of 
the transaction as a “B” reorganization. In fact, the 
Senate Finance Committee Report seems to recognize 
this by stating that under the 1939 code one corpora- 
tion could “acquire enough stock of another corpora- 
tion to get control of the second corporation solely for 
its own voting stock” under a tax-free “B” reorganiza- 
tion. (See H. E. Howard, 24 T.C. No. 90, 7/29/55.) 


Property other than voting stock given 


The 1954 code presents its own problems of inter- 
pretation. Section 368(a)(1)(B) describes a general 
situation, i.e., the acquisition, in exchange solely for 
all or a part of the voting stock of an acquiring corpo- 
ration, of stock of another corporation. It then states 
that such an exchange will constitute a “B” reorganiza- 
tion “if, immediately after the acquisition, the acquir- 
ing corporation has control of such other corporation 
(whether or not such acquiring corporation had con- 
trol immediately before the acquisition).” This is 
interpreted by the following example given in Section 
|.368-2(c) of the Proposed Regulations: “If, for ex- 
ample, Corporation X, in one transaction exchanges 
nonvoting preferred stock or bonds in addition to all 
or a part of its voting stock in the acquisition of stock 
of Corporation Y, the transaction is not a reorganiza- 
tion under Section 368(a)(1)(B).” 

It appears that a justifiable and proper interpreta- 
tion of Section 368(a)(1)(B) would be the following: 
“If in one transaction Corporation X exchanges all or 


a part of its voting stock in the acquisition of stock 
of Corporation Y, which acquisition gives Corporation 
X ‘control’ of Corporation Y, then the transaction will 
be treated as a reorganization under Section 368(a)- 
(1)(B) even though in the same or a previous or 
later transaction Corporation X acquires or acquired 
additional shares of stock of Corporation Y for its 
nonvoting stock or bonds, or cash or other boot.” 


Congress’ basic aim 


I think we are justified in assuming that the basic 
congressional aims with respect to “B” and “C” re- 
organizations are the same—if Corporation A acquires 
substantially all of the properties (or 80 percent under 
the 80 percent-20 percent rule) of Corporation W, or 
stock representing 80 percent “control” of Corpora- 
tion W, in exchange solely for all or a part of its voting 
stock, then Corporation W or its shareholders are con- 
sidered to have retained a sufficient continuity of 
interest in the business enterprise conducted by Corpo- 
ration W to warrant the application of the tax-free re- 
organization rules. It is doubtful that Congress in- 
tended that if in a single transaction Corporation A 
acquires 80 percent of Corporation W’s common stock 
(the only class outstanding) and in the same or a 
contemporaneous transaction acquires the remaining 
20 percent for cash, this should disqualify the re- 
organization from tax-free status. I suppose the Treas- 
ury could contend that where a particular shareholder 
of Corporation W exchanges some of his stock for 
voting stock and some for cash, this should be treated 
as an exchange of Corporation W stock, considered as 
a unit, for voting stock plus cash, thus violating the 
solely-for-voting-stock requirement. But the terms of 
the exchange can be made such that the stock given 
up cannot readily be so unitized. Moreover as a practi- 
cal matter, it is not likely that a shareholder who 
elects to take voting stock will also elect to take some 
boot which could be taxable as ordinary income. 

But, there is an even more obvious reason for re- 
garding the proposed regulations as_ ill-conceived. 
Under the “creeping control” amendment 20 percent, 
or indeed any larger or smaller percentage, of Corpo- 
ration W’s stock can be acquired for cash or other 
boot, and if a subsequent exchange yielding 80 per- 
cent “control” is made solely for voting stock of Corpo- 
ration A, the latter exchange constitutes a “B” reorgani- 
zation. Surely, the fact that a part of Corporation W’s 
stock is acquired for boot contemporaneously with 
or in the same transaction as that in which 80 percent 
or more of its stock is acquired solely for voting stock 
of Corporation A, should not disqualify the “B” re- 
organization, when giving equivalent boot in either an 
earlier or a later separate transaction would not pre- 
vent the exchange from being tax-free. If these trans- 
actions are not to be accorded similar treatment under 
the 1954 code, then legislative action would seem 
indicated to state clearly an 80-20 percent rule ap- 








6 + The Journal of Taxation * January 1956 


plicable to “B” reorganization in the same manner 
that such a rule now governs “C” reorganizations. 

Where the stock acquired for cash is purchased from 
shareholders of Corporation W who do not exchange 
other stock of Corporation W for voting stock of Corpo- 
ration A, the issue is clear-cut, for the “unitization” 
argument is not available to the Treasury. If the ex- 
change offer which constitutes the plan of reorganiza- 
tion only invites an exchange of stock of Corporation 
W for voting stock of Corporation A, and apart from 
the plan the latter purchases some stock of Corporation 
W for cash, it would appear that this would constitute 
a transaction separate from the reorganization even 
though consummated during the period of the ex- 
change offer. It is inconceivable that this cash purchase 
should destroy the tax-free character of the exchanges 
made under the reorganization plan, whereunder in an 
unrelated “single transaction” Corporation A acquires 
“control” of Corporation W solely in exchange for a 
part of Corporation A’s voting stock. 


Ruling on Standard Oil-Humble offer 


Interestingly enough, in the really close case, the 
Service has used a fiction to help bring a reorganiza- 
tion within the “B” reorganization definition. Recently 
Standard Oil Company, which had acquired 72.32 per- 
cent of the outstanding common stock (the only class 
outstanding) of Humble Oil & Refining Company in 
prior years, offered to the minority shareholders of 
Humble the opportunity to exchange ten shares of 
Humble common stock for nine shares of voting stock 
of Standard. The offer was conditional upon Humble 
shareholders tendering sufficient shares for exchange 
by November 30, 1954 to give Standard 80 percent con- 
trol of Humble. No fractional shares were issued, but in 
lieu thereof any shareholder who deposited a number 
of shares not divisible by ten was given the option 
either to sell his interest in less than one share of Stand- 
ard or to purchase an interest sufficient to entitle him 
to one additional full share of Standard. Standard 
engaged and paid an agent to perform “the necessary 
ministerial functions attendant to effectuating the ex- 
change of Standard stock for Humble stock, including 
the sale or purchase of fractional interests.” 

Before consummating the exchange, Standard ob- 
tained a Treasury ruling that the handling of the 
fractional shares did not prevent the transaction from 
qualifying as a “B” reorganization under the 1954 
code. The ruling states, “It will be considered that the 
stockholders actually received any fractional shares to 
which they were entitled. Upon the sale of any frac- 
tional share by the exchange agent for the account of 
a particular stockholder, such stockholder will realize 
gain or loss measured by the difference between the 
amount received for such fractional share and the 
cost or other basis of his stock of Humble properly 
allocable to the fractional share of Standard stock 
ra 


Note that the agent, paid in cash by and acting for 
Standard, is apparently treated as the agent of the 
Humble shareholders for the purpose of receiving frac- 
tional (and other) shares of Standard and selling the 
fractional shares for cash. One explanation for the 
favorable Treasury attitude is that Standard gave up 
solely a part of its voting stock, and the statute is 
framed in terms of what the acquiring corporation 
gives up, rather than what the shareholders of the 
acquired corporation actually take down. This ignores 
the fact that the agent was paid in cash and if it acted 
on behalf of the shareholders, then some cash was paid 
by Standard to the benefit of the shareholders; if the 
agent acted solely on behalf of Standard then in effect 
Standard sold the fractional shares and paid a small 
amount of cash to some of Humble’s shareholders. 
Either explanation of the agent’s role presents diffi- 
culties. The very fact that the Treasury will accom- 
modate itself to the device employed in the Standard- 
Humble reorganization indicates the desirability of not 
construing the “B” reorganization definition narrowly. 
Under Section 368(a)(1)(B), properly interpreted, 
the artificial nature of the procedure would not have 
been necessary had Standard been certain that it 
would obtain enough shares of Humble for whole 
shares of Standard to give it 80 percent control of 
Humble—in such case it could have itself given cash 
for fractional shares without the intervention of an 
agent. 


Net effect and step-transaction problems 


It is surprising to find that the proposed regulations 
under Section 368 fail to mention the possible applica- 
tion of a “net effect” test or the “step transaction” rule 
either generally, or in connection with specific situa- 
tions. Continuing in substance the language of the 
Regulations which interpret the 1939 Code, the Pro- 
posed Regulations provide, “Section 368(a)(1) limits 
the definition of the term ‘reorganization’ to six kinds 
of transactions and excludes all others. From its con- 
text, the term ‘a party to a reorganization’ can only 
mean a party to a transaction specifically defined as 
a reorganization by Section 368(a).... A plan of re- 
organization must contemplate the bona fide execu- 
tion of one of the transactions specifically described 
as a reorganization in Section 368(a) and for [sic] the 
bona fide consummation of each of the requisite acts 
under which nonrecognition of gain is claimed... .” 
This is a strong brew of “specifically,” made even 
stronger by the further statement in the Proposed 
Regulations that “The application of the term ‘reorgani- 
zation’ is to be strictly limited to the specific trans- 
actions set forth in Section 368(a)... .” 

If there were not a history of the courts applying 
a “net effect” test, and of the Internal Revenue Serv- 
ice itself urging such a test in particular cases, this 
would be troublesome language indeed. But even so, 
the problem is not a simple one and requires some at- 
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tention. Primarily, if there is to be a net effect test con- 
tended for by the Service and applied by the courts, 
the regulations should leave some leeway for the 
application of such a test. 


The Groman and Bashford rules 


The “net effect” problems created by the 1954 code, 
which the proposed regulations leave unresolved in 
some instances and which they unsatisfactorily resolve 
in others, can be illustrated by examples of the opera- 
tion of the revised Groman and Bashford rules. 

In the Groman case Glidden Company formed an 
Ohio corporation and paid cash for all of its common 
stock. The shareholders of an Indiana corporation 
transferred all their shares of stock to this Ohio corpo- 
ration in exchange for Ohio’s nonvoting 6 percent 
cumulative preferred stock, 7 percent prior preferred 
stock of Glidden, and cash. After Ohio thus acquired 
all of Indiana’s outstanding stock, the latter was dis- 
solved, and Ohio came into possession of all of Indi- 
ana’s assets. The issue in the case was whether the re- 
ceipt of the Glidden 7 percent prior preferred stock 
by Indiana’s shareholders constituted taxable income 
to them, it being conceded that the receipt of Ohio’s 
preferred stock did not and that the receipt of the 
cash did. 

It was unanimously held that Glidden, although it 
contracted for the exchange and made it possible by 
subscribing and paying for Ohio’s common stock in 
cash so that Ohio could consummate the exchange, 
was not a party to the reorganization, for it received 
nothing from the shareholders of Indiana, the exchange 


being between Indiana’s shareholders and Ohio. The . 


Supreme Court characterized Glidden as merely “the 
efficient agent in bringing about a reorganization. It 
was not, in the natural meaning of the term, a party 
to the reorganization.” Moreover, the shareholders of 
Indiana, through ownership of Glidden preferred stock, 
did not retain a “continued substantial interest” in the 
assets cunveyed to Ohio. Further, said the Supreme 
Court, Glidden’s preferred stock was “other property” 
“in the sense that its ownership represented a participa- 
tion in assets in which Ohio, and its shareholders 
through it, has no proprietorship.” Accordingly, the 
receipt by Indiana’s shareholders of Glidden’s pre- 
ferred stock was treated as the receipt of boot. 





Regulations—The Third Ruler? 


The king cried aloud to bring in the astrologers, 
the Chaldeans and the soothsayers. And the king 
spake, and said to the wise men of Babylon, Who- 
soever shall read this writing, and shew me the 
interpretation thereof, shall be clothed with scar- 
let, and have a chain of gold about his neck, and 
shall be the third ruler in the kingdom. .. . 

DANIEL 5:7 











The failure of the Supreme Court to find the requisite 
continuity of interest of Indiana’s shareholders in the 
assets transferred to Ohio, through their ownership of 
Glidden prior preferred stock, was indeed unfortunate. 
The Groman decision and its progeny, with their un- 
duly narrow application of the “continuity of interest” 
doctrine, stymied many a desired reorganization. It 
was generally recognized that a legislative reversal 
was necessary. The 1954 Code has offered some relief, 
but either due to a faulty analysis of the problem or 
to the haste in which the Senate bill was written, some 
further legislative relief is still required. Moreover, 
since the proposed regulations ignore the “net effect” 
test, even areas in which Congress has acted, will 
require judicial or statutory clarification unless the 
final regulations adopt a more reasonable approach. 


The revised Groman and Bashford rules 


It is not clear exactly how far the Congress intended 
to go with respect to offering legislative relief. The 
Ways and Means Committee Report states, “Your com- 
mittee eliminates the technical requirements of existing 
law that the corporation cannot acquire assets in a 
merger in exchange for the stock of its parent, thus 
overruling Groman ... and... Bashford. .. .” 
Referring to another aspect of the problem, the Report 
states that under the House bill “a corporation may 
acquire assets for immediate transfer to a controlled 
subsidiary, or may arrange for the transfer of the 
assets directly from the transferor corporation to such 
subsidiary, thus changing present law under . . . Gro- 
man ...and... Bashford. .. .” The Senate Com- 
mittee Report adds nothing significant to this language, 
except that it refers to the new rule which deals with 
the first aspect of the problem as modifying rather than 
overruling Groman and Bashford. 

The ultimate test, of course, is what the statute 
provides. The “C” reorganization definition has been 
modified by adding thereto the parenthetical expres- 
sion in Section 368(a)(1)(C), which would permit 
the acquisition by one corporation of substantially all 
of the properties of another corporation, “in exchange 
solely for all or a part of its voting stock (or in ex- 
change solely for all or a part of the voting stock of a 
corporation which is in control of the acquiring corpo- 
ration ). .” In addition, Section 368(a)(2)(C) 
specifically provides that a transaction otherwise 
qualifying as an “A” or a “C” reorganization is not 
disqualified as such “by reason of the fact that part or 
all of the assets which were acquired in the transaction 
are transferred to a corporation controlled by the 
corporation acquiring such assets.” 

In addition to the modification of the “C” reorganiza- 
tion definition in the manner indicated above, the 
“party to a reorganization” definition has been ex- 
panded to include Corporation P where Corporation A 
acquires substantially all of the properties of Corpo- 
ration W in exchange for a part or all of the voting 
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stock of Corporation P, the latter being in “control” of 
Corporation A. 

Whether the 1954 code merely “modifies” or in fact 
“overrules”. the Groman and Bashford decisions is a 
critical question. An obvious defect of the statute is its 
failure specifically to apply the new rules to “B” re- 
organizations. Thus, where Corporation W stock re- 
ceived by Corporation P in a “B” reorganization is 
transferred by Corporation P to its wholly-owned sub- 
sidiary, Corporation A, as part of the plan of reorgani- 
zation or within the contemplation thereof, the re- 
ceipt by Corporation W shareholders of Corporation 
P voting stock will result in a taxable transaction. This 
may also be so even where Corporation W is forth- 
with dissolved pursuant to the plan (the Bashford 
case! ). Likewise, a direct transfer to Corporation A 
of Corporation W stock in exchange for voting stock 
of Corporation P, Corporation W then being dissolved 
(the Groman case!), may not qualify as a tax-free 
exchange. 

To facilitate this analysis of the 1954 Code pro- 
visions, and the proposed regulations thereunder, an 
outline of some of the factual patterns in which the 
Groman and Bashford and related cases arose follows. 


Example 1: the Groman case 


Corporation P wishes to acquire all the assets of 
Corporation W. Corporation P forms a new subsidiary, 
Corporation A, to which the shareholders of Corpora- 
tion W transfer all their stock in exchange for voting 
stock of Corporation P. Corporation W is then dis- 
solved. 

(a) The Corporation W shareholders receive the 
Corporation P stock from Corporation A. 

(b) The Corporation W shareholders receive the 
Corporation P stock from Corporation P. 


Example 2: the Bashford case 


The same facts as in Example 1(b), except that 
Corporation P receives the Corporation W stock and 
then as part of the plan of reorganization, or within 
the contemplation thereof, transfers it to Corporation 
A, so that Corporation P has momentary possession of 
Corporation A’s stock. 


Example 3: 


Corporation W transfers all its assets to Corpora- 
tion A in exchange for voting stock of the latter’s 
parent, Corporation P. Corporation W distributes the 
Corporation P stock to its shareholders and dissolves. 

(a) Corporation W (or its shareholders) receives 
the Corporation P stock from Corporation A. 

(b) Corporation W (or its shareholders) receives 
the Corporation P stock from Corporation P. 


Example 4: 


The same facts as in example 3 (b), except that 
Corporation P receives the Corporation W assets and 


then as a part of the plans of reorganization, or within 
the contemplation thereof, transfers them to Corpora- 
tion A, so that Corporation P has momentary posses- 
sion of Corporation W’s assets. 


Example 5: 


Corporation W transfers all its assets for 80 percent 
of the common stock of Corporation A, only common 
being issued and outstanding. Corporation W, as part 
of the plan of reorganization, or within the contempla- 
tion thereof, then transfers the stock of Corporation A 
thus received by it, for voting stock of Corporation P, 
which thereupon becomes the parent of Corporation 
A. Corporation W distributes the Corporation P stock 
to its shareholders and dissolves. 


Example 6: 


The same facts as in Examples 2 or 4, except that 
the second transfer is not part of the plan or reorganiza- 
tion or a contemplated variant thereof, but is an in- 
dependent transaction and not an essential (or indeed 
any) part of the plan. 


How the examples differ 


These examples are simplified for the purposes of 
this discussion by having Corporation W or its share- 
holders receive only voting stock of Corporation P, 
and no other stock or cash or other property. Under 
Section 354(a) and its predecessors no gain or loss 
is recognized (with certain limitations not pertinent 
at the moment) “if stock or securities in a corporation 
a party to a reorganization are, in pursuance of the 
plan of reorganization, exchanged solely for stock or 
securities in such corporation or in another corporation 
a party to the reorganization.” In each of the above 
examples, other than example 6, Corporation P was 
held not to be a party to a reorganization, and the 
receipt of its stock was treated as the receipt of “boot.” 

Indeed, of the examples set forth above, the new 
rules only apply specifically to change the results in 
examples 3 and 4. Nevertheless, it is probable that 
the courts will extend the new rules to cover examples 
1, 2 and 5 as well. Since the end results in examples 1 
through 5 are identical, the tax consequences should 
not be different. The statute should have been drafted 
to so provide in clear terms. As it is, taxpayers will have 
to rely upon a “step transaction” or “net effect” ap- 
proach to examples 1, 2 and 5 ruled to be “C” reorgani- 
zations. 

A step transaction approach has thus far been taken 
by the courts, so that where liquidation of a newly 
acquired subsidiary is part of a plan to acquire its 
assets, the preliminary exchange of stock will be dis- 
regarded and the transaction will be viewed as a corpo- 
rate acquisition of assets. A somewhat troublesome 
feature, however, is that the proposed regulations com- 
pletely ignore the problem. Moreover, the Internal 
Revenue Service has never withdrawn its nonacqui- 








escence in the Whittell case, despite a reliance upon 
that case in subsequent litigation where its result has 
been helpful to the government’s position. Also, there 
is some intimation in the Ways and Means Committee 
Report that a step transaction rule may not ordinarily 
be applied where a “corporate acquisition of stock” is 
followed by a “subsequent immediate liquidation” of 
the corporation whose stock is acquired. It would have 
been well if a specific statement had been made in the 
Ways and Means or Senate Finance Committee Re- 
ports to the effect that it is intended that the new “party 
to a reorganization” rules cover step transactions hav- 
ing the effect of “C” reorganizations. Perhaps the final 
Regulations will recognize the existence of the “step 
transaction” rule so that a corporate acquisition of 
assets which is immediately preceded by a corporate 
acquisition of stock will benefit from the statutory 
alleviation of the harsh Groman and Bashford rules. 

That statutory modification of Groman and Bash- 
ford rules was not adequately accomplished by the 
legislative draftsmen is further indicated by the pro- 
vision that a transaction otherwise qualifying under 
the “C” reorganization definition shall not be dis- 
qualified “by reason of the fact that part or all of the 
assets which were acquired in the transaction are 
transferred to a corporation controlled by the corpora- 
tion acquiring such assets.” It would appear from a 
strict reading of this language that Corporation P 
must be used as a conduit if it is desired to transfer 
part of Corporation W’s assets to Corporation P and 
the remainder to Corporation A; a transfer directly to 
Corporation A of part of Corporation W’s assets and 


a transfer to Corporation P of the remainder may not. 


qualify as a “C” reorganization, and gain or loss may be 
fully recognized in such a transaction. 

The distinction between a direct and an indirect 
transfer of part of Corporation W’s assets to Corpo- 
ration A can be a real one to the corporations involved. 
It is one which cannot easily be dismissed, even apart 
from the unreasonable duplication of real estate trans- 
fer taxes and other burdens which may be occasioned 
by an indirect transfer. For example, there may be pro- 
visions in a loan agreement which would prevent any 
transfer of the parent’s fixed assets without the lender’s 
approval, and in particular cases such approval may 
not be forthcoming. Perhaps in such a situation, where 
the assets of Corporation W are to be divided between 
a parent and a subsidiary, a net effect or inverse step 
transaction rule may permit the solution (where non- 
tax circumstances require this course) of Corporation 
W first transferring its entire assets to Corporation A, 
and then Corporation A immediately transferring a 
part of those assets to Corporation P. 


Liabilities in a “C” reorganization 


Another important aspect of the net effect prob- 
lem appears in the application of the assumption of 
liability provisions governing Groman-type “C” re- 
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organizations. There is a “C” reorganization where 
substantially all of the assets of Corporation W are 
transferred to Corporation P in exchange for voting 
stock of Corporation P and the assumption of Corpo- 
ration W’s liabilities by Corporation P, even though the 
latter forthwith transfers all or a part of Corporation 
W’s assets to Corporation A. The assumption of Corpo- 
ration W’s liabilities in such circumstances does not 
prevent the exchange from being treated as an ex- 
change of assets “solely” for voting stock. However, 
should the statutory language be explicitly followed 
there would be no transfer of assets “solely” for voting 
stock if the assets of Corporation W are transferred 
directly to Corporation A and if Corporation P (in 
order to “dress up” the subsidiary’s balance sheet, for 
example ) assumes the liabilities of Corporation W in 
addition to giving its voting stock. Nevertheless, since 
one procedure has received legislative sanction, a less 
cumbersome and more direct procedure having the 
same net result should a fortiori be permitted. The 
proposed regulations do not find a constructive in- 
direct transfer in such cases. This is regrettable, for 
if a parent is permitted to assume a liability of the 
transferor in a two-step transaction but not in a one- 
step transaction, there will be situations where re- 
organizations will be unduly complicated and costly, 
and in some instances prevented entirely, because of 
the artificial tax strictures of Section 368(a) as so 
interpreted. 

The other side of the coin is that unless the same end 
result arrived at by different routes has a uniformly 
applied tax consequence, Section 368(a)(1)(C) may 
provide a loophole where the transferor corporation 
or its shareholders sustains a loss upon the transfer. 
The transferor may be able deliberately to cause the 
loss to be recognized through the device of trans- 
ferring substantially all of its assets directly to a sub- 
sidiary whose parent assumes the transferor’s liabilities, 
such as its accounts payable, unsecured notes pay- 
able or debentures. The courts have said on numerous 
occasions that the substance of a transaction, rather 
than its mere form, controls tax liability. “A given 
result at the end of a straight path is not made a 
different result because reached by following a devious 
path.” But here it is the devious (two-step) path which 
the words of the statute requires for nonrecognition 
of loss (or gain). A sensible interpretive approach 
would be to prevent a recognized loss from being 
achieved where a transaction takes a straight (one- 
step) path which reaches the destination as does 
the long way round. It would avoid controversy and 
litigation if this were clarified by future legislation. * 


[This article contains the substance of a paper published in 53 
Mich. L.R. 911, and also draws on material presented at the 
NYU 18th Annual Institute on Federal Taxation. It is published 
here with the permission of the Michigan Law Review. Students 
of this subject are particularly referred to the Review for Mr. 
Merritt's thorough sources and footnotes, omitted here in the 
interests of brevity.] 





Recommendations for preventing disallowance 


of expenses for travel and entertainment 


by Joun S. PERKINS 


Any taxpayer (or lax adviser) who is serious aboul wanting deductions for travel and entertain- 


ment must be familiar with the Cohan and Sutter rules. But Cohan is much misunderstood (and 


it always costs the taxpayer money); Sulter is of uncertain applicability. 


This article covers the 


several ways of handling the expense money, recommends the safest method taxwise, and discusses 


in detail the Cohan and Sutter rules with a view to exposing the hazards to the taxpayer in each 


‘J[‘Ew PRoBLeMs trouble the taxpayer and tax practi- 

tioners as much as deductions for travel and 
entertainment. The difficulties stem from one or both 
of the following: 

1. Are they primarily for business or personal pur- 
poses? 

2. What was the amount? 

These problems have always been present, but the 
necessity for the exercise of greater care was empha- 
sized by the 1952 legislative proposals of the King 
Subcommittee, which investigated the affairs of the 
Bureau of Internal Revenue, and Commissioner An- 
drews drive on travel and entertainment expenses 
which he announced in 1953. The Commissioner's “get 
tough” policy was apparently taken too seriously by 
many examining agents. In a later ruling! there was 
a significant modification of the tough travel and en- 
tertainment expense policy, and agents were requested 
to use a rule of reason instead of requiring documen- 
tary proof of the precise amount of every item. 

In spite of this modification, examining agents still 
are very travel-and-entertainment-expense conscious. 
To the extent that the practitioner stresses the impor- 
tance of assembling data which will establish the 
validity and amount of claimed “business expenses,” 
he has done his client a service. 

It should be noted that the new Internal Revenue 
Code has not made any major changes of substance 
over the old Code. Expenses of “outside salesmen” 


and employees’ local traveling expenses are now de- 
ductible in arriving at adjusted gross income.? The 
controversy as to whether “you must stay out all night” 
stiil exists as it relates to meals and lodging, since the 
“away from home” requirement is still in the Code and 
the overnight interpretation has been reiterated in a 
recent ruling.? [Next month we will discuss the 
Chandler case (CA-1, 11/2/55) allowing expenses to 
a teacher who did not travel overnight. Ed. ] 


REIMBURSEMENT OR NON-REIMBURSEMENT 

There are many ways of accounting for traveling and 
entertainment expenses. Trouble can be avoided 
through selection of the method of reimbursement. 
This can be best illustrated by a review of three funda- 
mental ways a company can handle business expenses 
of its employees. 


Increased compensation to cover expenses 


The employees’ compensation can be set at a figure 
which includes anticipated business expenses. If this 
method is adopted the employee must take the deduc- 
tions on his own income-tax return and will have to 
assume the burden of substantiating them and proving 
that they were actually incurred, reasonable, and that 
* Rev. Rul. 54-195; 1954-1 CB 47. 

* IRC Sec. 62 (2) (C); (D). 


* Rev. Rul. 54-497; IRB 1954-45, 9. 
*“ Commissioner v. Flowers, 326 U.S. 465. 
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they were required to be incurred for the employer's 
benefit.* 

From the standpoint of the employer, fixing com- 
pensation to include anticipated expenses is least 
troublesome and avoids abuse of expense accounts. 
No particular tax problems are presented if the over- 
all payments would not exceed “reasonable” compen- 
sation for the services of the employee. 

The disallowance of traveling and entertainment 
expenses claimed by an employee on the grouna that 
it is not part of the employee’s duties to incur such 
expenditures can best be avoided by a written state- 
ment from the employer stating that certain out-of- 
pocket expenses are required to be paid by the em- 
ployee as part of his duties. This statement can be 
incorporated in the employment contract or the cor- 
porate minutes, or can be in the form of a memoran- 
dum from the employer. 

If an employee uses the standard deduction, he will 
be permitted to deduct in addition to it only the 
travel expenses. The increased-compensation method 
therefore may have limited application. 


Reimbursement of expenses 


Where the employee submits an expense account 
and is reimbursed for amounts expended, the company 
takes the deduction on its return. With the possible 
exception of stockholder-executives of closely-held 
corporations, partners, and sole proprietors, this prac- 
tice will generally nullify an attempt by the examining 
agent to disallow expense deductions on the ground 
that it is not part of the employee’s job to incur the 
expense. 


Usually it is easier for the company to keep records 


than for an individual executive, salesman, or other 
employee to do so. Cancelled checks or expense sum- 
maries are normally accepted as proving the deduc- 
tion, whereas the individual employee may have to 
go a lot further in substantiating his claimed deduc- 
tions. However, closely-held corporations, partner- 
ships, and proprietorships are often required to fur- 
nish as much detail in support of expenses as the indi- 
vidual. 

The employer does not have to withhold tax on 
reimbursement payments, if they are separately stated; 
and payments need not be reported on Information 
Return, Form 1099. 

The employee whose actual deductions are less than 
his standard deduction will find the reimbursement 
method best. 

In many closely-held corporations it is not unusual 
for the owners to reimburse themselves for entertain- 
ment expenses. The corporation takes a deduction and 
the owners do not report receipts as income. If part 
of the deduction is disallowed because not substanti- 
ated or because unreasonable or unnecessary, the 
corporation will be penalized to the extent of the dis- 
allowance. In the past, as a general rule, the stock- 


holder was left alone; more recently the Treasury has 
tightened its policy. Present treatment not only cuts 
down the entertainment expense deduction of the 
corporation but also treats the amount disallowed as 
additional income to the stockholder. In this situation 
it is probably advisable not to have an arrangement 
for reimbursement; instead, it would be better to in- 
crease the employee-stockholder’s compensation. So 
long as the compensation is reasonable the corpora- 
tion cannot lose its deduction. At worst the employee- 
stockholder will be taxed on those amounts which he 
cannot substantiate as having been spent for business 
purposes. 


Direct payment by the company 


There is a third way of handling these expenses, 
which is even more desirable from the employee’s 
point of view. The business entity can pay the bills 
initially, making it unnecessary for the individual to 
make the expenditure. The employee never takes the 
amount in gross income and is not concerned about 
defending the deduction. Admittedly, it is not always 
feasible or possible for a corporation or partnership 
to make the expenditures initially, yet the technique is 
suitable for certain kinds of expenses, for example: 

1. Permanent living accommodations in places 
where executives frequently spend time. The lease can 
be taken in the company’s name. 

2. Automobiles used for business can be bought by 
the company, and garage bills, at least in the city 
where the executive who uses the car is based, can be 
paid directly by the company. The company can also 
pay for insurance and repair bills. 

3. Transportation tickets can be purchased on com- 
pany credit. 

4, Other current items, such as entertainment ex- 
penses, can be handled by having the individual sign 
the tickets at clubs, hotels, and restaurants where the 
company has established credit. 

There are, of course, many variations to the three 
basic methods which have been discussed. In sum- 
mary it is sufficient to note that it is easier to defend 
deductions when direct payment is made by the cor- 
poration or it reimburses actual expenses. 


Deductibility of non-reimbursed expenditures 

Salaried executives frequently are not reimbursed 
for entertainment expenses, particularly those in- 
curred in the city in which their home and office are 
located. Examining agents are inclined to argue that 
if the company does not reimburse the executive, the 
business nature of the expense is questionable. Un- 
reimbursed expenses which are questioned most fre- 
quently are: 

1, Club dues. 

2. Expenses of an auto used in part for the com- 
pany’s benefit. 

3. Entertainment of customers, prospective cus- 
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tomers, and subordinates at home and elsewhere. 

4. Entertainment and travel expenses of the execu- 
tive’s wife. 

The corporate executive is often required to (or it 
is understood that he will) incur certain expenses for 
the benefit of the corporation without reimbursement. 
These expenses would obviously not have been in- 
curred were it not for the executive’s employment. The 
executive must not only keep records of the amounts 
and purposes of such items claimed as business ex- 
penses; he must also establish that they are in fact 
“business” expenses and that they are “ordinary and 
necessary.” There must be a showing that the expenses 
were incurred for the corporation’s benefit and in the 
course of his employment.® It is helpful if these facts 
can be established:* 

1. The expenditure resulted in either a direct benefit 
to the corporation or there was a reasonable expecta- 
tion of future benefit. 

2. The executive was specifically requested to incur 
the expense or the nature of his position required that 
he incur it. 

3. The reason he was not reimbursed was that the 
expenses were considered as part of the cost of earn- 
ing his salary and the salary level was established, at 
least in a general way, with that thought in mind. 

Statements contained in the employment contract, 
corporate minutes, or in a memorandum from the 
corporation are most helpful in satisfying the last two 
conditions. The more specific such documents are, the 
more valuable they will become. They should spell 
out at least major types of expenses which the execu- 
tive is expected to incur without reimbursement, and 
also state specifically that the expenses are to be in- 
curred for the company’s benefit. 


SUBSTANTIATING THE DEDUCTION 


Most practitioners have clients come to their offices 
just prior to the deadline with data in hand. In re- 
viewing the information it appears that a deduction 
for traveling and entertainment expense is justified 
but, unfortunately, there are few or no actual records 
to establish the amounts. The client usually stresses 
the fact that he is a very busy man and it would be 
out of the question to keep detailed records of every 
expenditure while on business trips. To do this, he 
states, would require devoting most of his time to 
recordkeeping rather than selling, contacting prospec- 
tive customers, etc. In many cases the client will pro- 
pose to claim a lump-sum estimated figure to be sub- 
stantiated when and if his return is examined by an 
Internal Revenue Agent. 

The tax practitioner is immediately placed in a 
position of either bluntly telling his client that it is 
contrary to his ethical standards to prepare and sign 
a return which contains lump-sum estimates or, using 
the more tactful approach, of explaining to the client 


that such a return will most surely be selected for ex- 
amination and consequently, it would be best to re- 
sort to such records as are available to arrive at a break- 
down of various expenses. It is almost impossible in 
such situations to avoid the use of estimates; but where 
an itinerary can be established the estimates can be 
determined on a more or less reasonable basis. The 
client can usually be convinced that he should reform 
and keep better records in the future. 

The Commissioner recognizes that it is impossible 
to substantiate each and every expenditure. In Rev. 
Rul. 54-497 it was stated: 

“To ‘substantiate’ his expenses, a taxpayer is not re- 
quired to secure, retain, and produce receipts for each 
meal and for each nights lodging . . . As stated in the 
Cohan case . . . ‘absolute certainty in such matters is 
usually impossible and is not necessary.’ Accordingly, 
the Revenue Service allows considerable latitude with 
respect to record-keeping as evidence tending to prove 
such expenses.” 

The ruling goes on to state that a day-by-day record 
should be kept which should at least indicate: 

1. The dates, duration and destination of each trip. 

2. The amounts paid for lodging or quarters. 

3. The actual cost of each meal consumed on trips. 

However, recognition is accorded to the fact that 
not all employees keep such detailed records, and 
although there must be something more than a lump- 
sum estimate, many employees can still substantiate 
most of the deductible expenses with some degree of 
accuracy. The ruling states: 

“Presumably they should be able to compute such 
expenses, with reasonable precision, by estimating con- 
servatively the amounts paid for lodging and the 
average cost of the various meals, provided they can 
ascertain from time sheets, assignment lists or other 
ayailable data, or if they can fairly reconstruct, the 
number and duration of those trips during which they 
were required to obtain lodging as necessary rest while 
away from home; and the various meals which they 
had to purchase on such trips.” (Emphasis supplied. ) 


Inadequate record in closely held company 


One kind of record-keeping which generally fails to 
pass the test on examination can be found in many 
closely-held corporations, partnerships, or proprietor- 
ships. Mr. X, the officer-stockholder, partner, or pro- 
prietor frequently goes on business trips. Before leaving 
he obtains a check from the bookkeeper for $100, $500, 
or some such amount, and instructs her to charge the 
amount to travel expense. He completes the trip and 
possibly brings back such things as transportation 
ticket stubs and hotel bills which are placed in the 
office file for future reference. Curiously enough, how- 
ever, he never has any excess cash left over; sometimes 
in cases where the original advance was not sufficient 
an additional check in a round amount will be issued 
and charged to the travel expense account. 
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It is not difficult to predict the outcome of examina- 
tion of the return of Mr. X’s Company. Valid deductions 
are lost for want of support; or settlement is reached 
which results in an allowance of far less than would 
have been the case if adequate records were available. 


Keep these records 


The author is of the opinion that the following 
procedure presents a practical solution.to the problem 
presented. Mr. X should keep a minimum record in 
the form of a day-by-day log covering: 

l. Dates. 

2. Persons and places visited and why. 

3. Duration and destination of trips. 

t. Lodging particulars. 

5. Methods of transportation. 


=>) 


If entertainment is involved names, places, busi- 
ness connection and exact or approximate amounts. 

When Mr. X returns from his trip he should count 
his cash and return any excess amounts to the book- 
keeper or cashier or obtain a reimbursement check for 
amounts spent in excess of the original advance from 
his own funds. This procedure then establishes a 
record of the total amount expended on a given trip. 

The next step calls for Mr. X or his secretary to 
prepare an expense voucher in as much detail as 
possible. From the total outlay is deducted the amounts 
paid for transportation and hotel bills for which 
receipts are to be retained and attached to the voucher. 
Mr. X’s log is then used as a basis for indicating the 
number of days spent at each location and the approxi- 
mate average amounts spent per day for such items as 
meals, tips, taxis, etc. Any unusual items such as enter- 
tainment in restaurants, bars, or night clubs should be 
noted separately with at least an approximation of 
the total amount of the expenditure. 

Since the procedure involves certain estimates, a 
balancing figure representing miscellaneous “unac- 
counted for,” out-of-pocket expenses will be required 
for the voucher to agree with the total amount 
expended for the particular trip. This factor should not 
cause particular concern so long as the amount is not 
unreasonable in proportion to other detailed expense 
classifications. 

Upon completion, the voucher with available receipts 
and Mr. X’s log are turned over to the bookkeeper for 
filing in support of charges to travel expense account. 

A recent court decision lends support to the accepta- 
bility of the suggested procedure.’ In this case the 
taxpayer owned 65 per cent of an insurance brokerage 
company whose widespread operations required him 
to do a great deal of traveling. Instead of keeping 
item-by-item records of expenditures he would merely 
report the total to his secretary when he returned. 
After each trip the secretary would break the trip-total 
down into various expenses and record them on the 
company books as follows: 

1. Transportation costs, which the secretary was able 


to ascertain because either she had purchased the 
tickets involved or she was otherwise familiar with the 
transportation rates. 

2. Hotel expenses. Taxpayer often brought the 
actual hotel bill back; when he didn’t, the secretary 
knew enough about the places he stayed to be able to 
arrive at this figure. 

3. Expenditures for meals (estimated ). 

4. Miscellaneous expense, which comprised the 
remainder of the total expenses. 

At the end of each month the taxpayer was reim- 
bursed for his traveling expenses, which amounted to 
$18,000 for the year. The Commissioner included this 
amount in the taxpayer's income but, since the expenses 
were unsupported by records, allowed only a minor 
deduction. A district court, however, concluded that 
these records were adequate to support the deduction, 
and that they were reasonable in view of the fact that 
the taxpayer was responsible for over two-thirds of 
an annual $3,000,000 premium business. 

Some other suggestions may prove helpful, if proper 
steps are taken during the year, in building up a 
record in support of entertainment deductions: 

1. Details of engagements can be noted on desk 
calendars or business diaries. 

2. Brief memos can be dictated, while the events 
are still fresh in the executive’s mind, covering amounts 
and reasons, at least on substantial expenditures. 

3. Some individuals merely accumulate receipts, 
stubs, memos and other data relating to expenses in a 
folder throughout the year. The resulting record is not 
neat but the support for expenditures is there. 

4, Property used for mixed personal and business 
purposes should receive special attention. Where 
yachts, airplanes, resort properties, etc., are used for 
business transportation and entertainment, a log or 
guest register, properly descriptive of the people 
carried or entertained, provides a basis for allocation 
of maintenance costs and depreciation. 


Cohan & Sutter: two landmarks 


Adequate and accurate records are still the best bet 
when it comes to backing up claimed deductions for 
travel and entertainment expenses. Taxpayers seem to 
have fallen into a habit of relying on the Cohan rule® 
to obtain at least some of their allowable expenses. 

A review of recent cases indicates that this can be 
an expensive habit. In seven cases'® studied selected 
at random where the Cohan rule was applied, the 
ratio of the total amount of travel and entertainment 
expenses allowed by the Tax Court to the total amount 
claimed by the taxpayer was 24 per cent. 


®IRC Sec. 162(a). 

® Schmidlapp v. Commissioner, 96 F.2d 680. 

7 See “The Corporate Executive and the Business Expense De- 
duction,” by Donald C. Osmond; 33 Taxes Jan. 1955; and 
authorities cited. 

® Siegfried, USDC, N.D., Okla., 5/26/55. 

* George M. Cohan, 39 F.2d 540. 
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There is a mistaken impression that the taxpayer 
automatically becomes entitled to an allowance of part 
of the expenses claimed by citing the Cohan case. It 
should be noted that there are two qualifying factors 
under the Cohan rule, not one: 

1. There must be a showing that a basis for the 
deduction exists. Before the rule will be applied, for 
example, it must be shown that the taxpayer in fact had 
business expense, not a personal expense. 

2. Once the existence of the item claimed is estab- 
lished the Commissioner or the courts will attempt to 
fix the amount of the item from all available evidence. 
If lack of substantiation is the fault of the taxpayer the 
Cohan case authorizes the courts to bear heavily against 
him for his shortcomings. 

Thus merely citing the Cohan rule does not result 
in an automatic allowance. The Commissioner’s deter- 
mination will stand until the taxpayer has satisfied the 
two requirements of the Cohan rule. 


Is Sutter principle now controlling? 

A recent court decision has injected a new principle 
in the field of travel and entertainment expenses. In 
the Sutter case,'! the amount spent by an individual 
in entertaining customers or clients was not deductible 
to the extent attributable to the taxpayer and his family. 
The Tax Court held that the deduction could be 
allowed only for those expenditures which were differ- 
ent from or in excess of those which would have been 
made for the taxpayer’s personal purposes. 

The implication of this decision can be illustrated in 
the following manner: A, a salaried executive, takes 
customer B to luncheon at a restaurant where lunches 
cost $2.50 or a total of $5 for the two of them. A can 
deduct only $4 if he normally spends $1 for his own 
lunch at a cheaper place. 

It should be noted that this principle should not 
apply to expenses incurred on out-of-town trips since 
the Code permits a deduction for “traveling expenses 
(including the entire amount expended for meals and 


Type of 
Case Expense 
Dressler, T. C. 
Memo 1954-184 
Dreery, T. C. 


» 


Claimed Allowed 


$ 1,240 $ 600 


Entertainment 


Memo 1954-175 Travel 8,500 1,250 
Kynell, T. C. 
Memo 1954-174 Travel 5,800 750 


Huddleston, T. C. 


Memo 1954-16 Food and lodging 1,500 500 
Hulbert & Edwards, 
7, 
Memo 30861 Travel 15,000 2,400 


Marcia Silk Mills, 
T. C. Travel and general 2,500 1,000 
Memo 1954-81 
Gordon, T. C. 





Memo 1955-54 Traveland business _ 2,200 =1,075_ 
$31,740 §7,575_ 
Percentage of amount allowed ere | 24% 


“ R. A. Sutter v. Commissioner, 21 TC 170. 
7 IRC Sec. 162(a)(2). 
#8 Charles O. Gunther Jr. v. Commissioner, TOM 1954-181. 


lodgings ) while away from home” on business.'* 

A question arises as to whether this principle will 
affect the deductions by corporations which reimburse 
officers or employees for such expenses. In the past, 
corporations have deducted the reimbursed amount 
as an ordinary and necessary business expense where 
the expenditures were incurred in the conduct of the 
corporation’s business. Thus, if an officer or employee 
invited a business associate to lunch, and was reim- 
bursed, the corporation deducted the entire amount as 
a business expense. 

If the Sutter decision is correct, the corporation 
would in fact be paying a “personal” expense of the 
employee to the extent of whatever amount he other- 
wise would have paid for his own meal or entertain- 
ment. This could constitute additional compensation 
subject to withholding. 

As a practical matter, if the employee is expected 
to do the entertaining and if the procedure is unques- 
tionably not for the purpose of tax avoidance on the 
part of the employee, the amounts should be considered 
as primarily for the convenience of the employer and 
therefore not to be treated as additional compensation 
as in the case of supper money payments. 

The Sutter principle was applied in a later Memo 
Decision of the Tax Court.* A Baltimore CPA 
deducted the cost of his own suppers on nights he 
worked overtime and for his meals at supper meetings 
of accountants’ organizations. The Tax Court dis- 
allowed the entire amount of the evening meals on work 
nights, holding that they were personal and not 
deductible. It also disallowed the cost of meals at 
supper meetings stating that they are allowed only to 
the extent that they exceeded what the individual 
would have been required to pay for his own personal 
purposes. 

The settlement of disputes where substantiating data 
is lacking or where such expenses are on the borderline 
between business and personal can be further compli- 
cated where similar items have been claimed in sub- 
sequent years’ returns. If the same conditions exist in 
succeeding years it is difficult to settle on a more 
favorable basis than that of the earlier years. Obviously 
it is wise to consider this factor when weighing 
additional tax dollars involved in an arbitrary settle- 
ment versus time and expense involved in gathering 
supporting data from every available source. 

When the taxpayer is confronted with this type of 
situation he invariably realizes how much better off 
he would have been had he adopted a reasonable and 
consistent program of accounting for his travel and 
entertainment expenses. * 


[John S. Perkins is a CPA associated with Peat, Marwick, 
Mitchell & Co., San Francisco. The accompanying article is 
based on a paper written for the Sixth Annual Tax Accounting 
Conference held by the California Society of CPAs. Complete 
proceedings of the conference are available from the Society, 
681 Market Street, San Francisco. Price: $5.] 
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Sections 452 & 462 had marked 


effect on accepted accounting principles 


O- LITTLE-RECOGNIZED effect of 
short-lived Sections 452 and 462 of 
the 1954 Code, says Albert H. Cohen, is 
the manner in which they encouraged 
businessmen to adopt sound accounting 
practices. Dr. Cohen, who is Director 
of Taxation, American Institute of Ac- 
countants, said recently (in the course 
of an address at the annual meeting of 
the American Accounting Association) : 

Prior to 1954, since estimated ex- 
penses would not qualify for deduction 
for tax purposes, there was considerable 
resistance on the part of business firms 
to reflect them on their books. This 
reluctance did not destroy the validity 
of the accounting principle involved, but 
it did affect, very greatly, the ability 
of accounting firms to apply the prin- 
ciple universally. 

The enactment of the Internal 
Revenue Code of 1954 changed this 
picture completely. As finally enacted, 
the Code provided that taxpayers 
might deduct estimated expenses in the 
current year as long as three primary 
tests were met. First, the expense must 
be estimatable with a reasonable degree 
of accuracy; second, the item must be 
related to the income of the current 
vear: and third, the item must be one 
which would otherwise be deductible in 
a subsequent taxable year. In addition, 
the taxpayer had to make his election 
with respect to all estimated expenses 
which qualified under the three tests. 
The proposed regulations covering the 
estimated expense provisions of the 
Code required that the taxpayer reflect 
estimated expenses on his books. 

Suddenly, accountants found tax- 
payers urging that such estimated ex- 
penses be calculated and themselves 
were compelled by their responsibilities 


to clients to determine the maximum 
amount of estimated expenses which 
could so be deducted. 

This effect was brought about largely 
by the fact that the tax law granted 
a premium for the deduction of esti- 
mated expenses. In the year of transition 
from the accounting for such expenses 
on the basis of when they were incurred 
to accounting for them on the estimated 
basis, the taxpayer would in one taxable 
year be allowed to deduct more than 
one year’s expenses: that is, the ex- 
penses that were actually incurred in 
that taxable year but which under ac- 
counting theory really related to the 
income of prior taxable years, as well 
as the expenses. of the current year 
either incurred already or estimated. 

Solely as a result of the new tax law 
provisions then, the business community 
overnight became the best salesmen for 
generally accepted accounting prin- 
ciples as applied to the problem of esti- 
mated future expenses. In fact, the busi- 
ness community dreamed up many 
items which might have qualified within 
the limits established by the tax law 
but which had never been visualized as 
eligible for estimated expense treatment 
under generally accepted accounting 
principles. It was not surprising, for 
example, to encounter the suggestion 
that a large part of the cost of operating 
the accounting department for the early 
months of 1955 were proper deduc- 
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tions in 1954, since the accounting de- 
partment during that period was largely 
occupied with closing the books and 
in preparing statements for the year 
just ended. This expense, it was argued, 
was certainly related to the income of 
the preceding year. Another item 
thought to qualify for estimated expense 
treatment was the cost of preparing the 
tax return for the year just ended. In 
fact this was carried even further. For 
some companies it is a matter of routine 
to have their tax returns examined per- 
haps several years following the close 
of the taxable year. At that time sub- 
stantial costs are incurred in the nature 
of accountants’ or legal fees. Some com- 
panies sought to estimate the expenses 
and argued that under the Code such 
expenses were closely enough related 
to the income of 1954 to qualify under 
the estimated expense provision. 

The effect upon accounting practice 
of this particular provision of the 1954 
Code was rapid and significant. Many 
financial reports for 1954 reflected for 
the first time expenses on an estimated 
basis, and required qualification by the 
accountant as to consistency. The net 
effect was that there was not only 
progress to a desirable accounting ob- 
jective, but the momentum of the 
progress carried many business firms 
well beyond the limits that would have 
been advisable under generally ac- 
cepted accounting principles. 

This abortive attempt to conform tax 
accounting with generally accepted 
accounting principles can be of real 
value if we are willing to learn its 
lessons. It was made clear during the 
brief existence of these provisions that 
accounting principles themselves are 
not completely agreed upon, and are 
necessarily flexible to meet the needs 
of specific circumstances. In applying 
accounting principles, skill and judg- 
ment must be exercised. When account- 
ing principles are legislated in fairly 
broad, general language, sound account- 
ing judgment may be overwhelmed 
and great violence done to the basic 
integrity of accounting. ve 


Seller for “book” value forgot books 
were kept for tax advantage 


CCOUNTANTS GENERALLY agree that 
+X it is a rare client who can be per- 
suaded not to keep his books in the 


way that is most advantageous tax-wise, 
no matter what difficulties may arise if 
statements must be prepared for other 
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purposes. This attitude is so widespread 
among businessmen that it behooves us 
to provide for adjustments whenever 
book value is to be determined for 
other purposes. 

It might be thought that the business- 
man who insists on as rapid deprecia- 
tion as possible, a very pessimistic bad- 
debt reserve, and other tax-influenced 
accounting procedures will bear this in 
mind when he agrees to a buy-sell ar- 
rangement specifying a transfer at book 
value. But they don’t! And so their pro- 
fessional advisers ought to. 


The painful example 

In a recent New York case (Soechtig 
v. Amick, 140 NYS 2d 85), a withdraw- 
ing partner, paid book value in accord- 
ance with the provision for withdrawal 
in the partnership agreement, was not 
permitted to show that the book value 
was too low. He was bound by his 
agreement to accept book value. The 
court said: 

“It appears from the uncontradicted 
statements in the affidavits that plaintiff 
and defendants were partners in a firm 
which bought and sold engineering spe- 
cialties. Differences arose between 
plaintiff and his fellow partners leading 
to a decision to dissolve the partner- 
ship. The partnership agreement pro- 
vided that upon the voluntary with- 
drawal of a partner, he was to be paid 
the book value of his interest in the 
firm, without any allowance for good- 
will. Valuation of plaintiffs interest 
was complicated by the presence among 
the partnership assets of shares of stock 
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in a closely-held corporation. These 
shares had no readily ascertainable mar- 
ket value and were held individually 
in equal amounts in the names of each 
of the four partners. Defendants wished 
to acquire this stock as well as the plain- 
tiffs interest in the other partnership 
assets. 

“In order to avoid an accounting pro- 
ceeding, plaintiff and defendants en- 
tered into an agreement providing for 
the withdrawal of plaintiff and the for- 
mation of a new partnership with de- 
fendants as copartners. By the terms of 
this agreement, the final book value of 
plaintiff's interest was left undetermined 
until the partnership accountants had 
made their audit at the end of the firm’s 
fiscal year. In the meantime, plaintiff 
was to receive certain specified pay- 
ments of his partnership interest, with 
the value of the final payment depend- 
ent upon the results of the audit. The 
present controversy between the parties 
hinges upon the construction of this 
paragraph of the agreement: 

“*The book value of Soechtig’s (plain- 
tiffs) interest in the capital of said co- 
partnership, as of the close of business 
on March 31, 1952, shall be deter- 
mined by financial statements to be 
prepared and certified by Emanuel 
Colodny & Company, certified public 
accountants, of Mt. Vernon, N. Y., in 
accordance with the accounting princi- 
ples heretofore followed by them in 
their audit of the books of said co- 
partnership, and their written certificate 
as to such book value shall be conclu- 
sive on Soechtig and on the Continuing 
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CPA FIRM SURVEYS USE OF RAPID DEPRECIATION METHODS 


ArTHUR YounG & Company recently surveyed the extent of adoption of the 
rapid-depreciation methods permitted by the 1954 Code. Its research depart- 
ment examined the annual reports of about 2,000 companies; they found 
that 113 companies of the 2,000 are using rapid depreciation. The results 
are summarized in the following table: 


Number of 
Companies 


ees en I OT Oe Ig 6b 6b 60 0d 6dne 6a bebo 000ca alee ee 94 
For tax purposes only— 
ee ee Be ee 5 
Without deferred tax accounting..........cccsccccccsscvce 14 19 
113 
Type of rapid method adopted 
Declining balance (double straight-line rate)...............00000. 45 
eee a ns UNNI 5 5 2 icd ik <a p Wide dw 4.8 20h 16s Doig cle oe a08 ew aes 84 
I ae Sk tons 3 rk dal ch g's Jee bids d 4:5 a bis kh ahe ce Stew «as aks Cees 5 
Mee CE INCI gg gigs Siete ats Alea tiesb cas 2s Kuarehb- do da os 5 cae 29 
113 








Partners.’ (Emphasis supplied. ) 

“A financial statement was prepared 
and certified by Emanuel Colodny & 
Company, the partnership accountants, 
and sent to the plaintiff. Plaintiff was 
paid the book value of his interest as 
shown by the statement with checks 
marked ‘Final payment on account of 
partnership interest.’ Plaintiff then 
brought this action for breach of con- 
tract alleging that the financial state- 
ment prepared by the partnership ac- 
counts did not correctly reflect the full 
book value of his interest in the 
partnership.” 


Objecis to accounting principles used 


“Plaintiff sets forth, two objections to 
the financial statement: (1) the inclu- 
sion of a reserve for bad debts and con- 
tingencies; and (2) the exclusion of 
earned but uncollected commissions. 
Although plaintiff admits that in prepar- 
ing the statement the accountants used 
‘practices’ and ‘procedures’ that were 
‘heretofore followed,’ he argues that in 
so doing the partnership accountants 
did not follow accredited or correct ac- 
counting principles. . 

“It may very well be that the prin- 
ciples used by the partnership account- 
ants in their audit were not the correct 
or the proper principles for determining 
net worth. But these considerations are 
irrelevant if the accounting principles 
that were employed by the partnership 
accountant were those that were ‘here- 
tofore followed.’ It is uncontradicted 
that Emanuel Colodny & Company 
used the same accounting principles in 
preparing the financial statements as 
they had used in making prior audits. 
In any event, the courts are not a forum 
for determining what are and what are 
not ‘correct’ accounting principles. . . . 
the agreement is controlling. 

“Plaintiff argues that the creation of 
the reserve for bad debts and the use of 
the cash basis for commissions were 
auditing ‘practices’ as opposed to the 
normal and accepted ‘principles’ of 
good accounting. The theory behind 
this argument seems to be that certain 
accounting ‘practices’ were used to ob- 
tain a tax advantage but these ‘prac- 
tices’ resulted in an inaccurate picture 
of the financial position of the partner- 
es When plaintiff executed the 
withdrawal agreement, he assented to 
the use of ‘accounting principles’ that 
were ‘heretofore followed’ though the 
use of such principles might not have 
maximized his net worth.” * 
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Small loophole with 1954-Code depreciation 


seems likely to be short-lived 


OX suRE way to kill a loophole— 
” even a little one—is to talk it to 
death. That’s what apparently _ is 
happening to the trick (known for 
months to any moderately well-informed 
tax man) of over-depreciating under 
1954 Code’s declining-balance or sum- 
of-the-digits methods, then taking capi- 
tal gains on profit on early sale of that 
asset. Tax literature and lay press alike 
have been harping on this in recent 
weeks. One tax letter even suggested 
this was a “blooper,” similar to the Sec- 
tion 452 and 462 fuss. 

In October (3 JTAX 218) we quoted 
a comment by Paul A. Reck of Sperry 
Gyroscope on the importance of con- 
sidering salvage deciding 
whether or not to adopt fast deprecia- 
tion, and, if so, which method. We have 
been hearing comment to the effect 
that some taxpayers are playing the 
salvage angle for all its worth—and it 
seems to be worth a lot. Consider cars 
and trucks used in the business. The 
owner can elect the declining-balance 
method and write off nearly two-thirds 
of the cost in the first year. His book 
value is higher than the resale value; 
he can take a capital gain on selling. 
All we can say is that we would not act 
on this until the final regulations come 
out. Some tax men think that the com- 
mittee reports make the intent of Con- 
gress clear but they expect to see the 
Treasury fight to the last ditch. 


value in 


Proposed Regulations prohibit 

Proposed Regulations covering de- 
preciation were issued late in Novem- 
ber. They seem to kill the loophole. 
They say this: 

“Section 167(b)-2 Declining balance 
method—(a) Application of method. 
Under the declining balance method a 
uniform rate is applied each year to 
the unrecovered cost or other basis of 
the property. The unrecovered cost or 
other basis is the basis provided by 
section 167(f), adjusted for deprecia- 
tion previously allowed or allowable, 
and for all other adjustments provided 
by section 1016 and other applicable 
provisions of law. The declining balance 
rate may be determined without resort 
to formula. Such rate determined under 
167(b)-(2) shall not exceed 
twice the appropriate straight line com- 


section 


puted without adjustment for salvage. 
While salvage is not taken into account 
in determining the annual allowances 
under this method, in no event shall an 
asset (or an account) be depreciated 
below a reasonable salvage value. See 
Section 167(c) and 7.167(c)-1 for re- 
strictions on the use of the declining 
balance method.” 





Amortization of emergency facilities 
can’t be limited to part of cost. [Certi- 
orari denied] The Court of Claims fol- 
lowed its decision in Wickes Corp. 
(123 Ct. Cls. 741) and held that a 
limitation in taxpayer’s Necessity Cer- 
tificate that only 35% of the cost was 
required for defense was invalid be- 
cause not permitted by the statute. 
Hence the Commissioner of Internal 
Revenue erred in limiting rapid amorti- 
zation to 35% of the cost. One judge 
dissented. [The Commissioner has an- 
nounced that he will not follow the 
Wickes case. Ed.] Ohio Power Co., Ct. 
Cls., 3/1/55, cert. den. 10/17/55. 


CAPITAL GAINS & LOSSES 


Patent royalties held capital gain de- 
spite partial reacquisition. Taxpayer 
entered into a contract whereby he 
assigned all his right, title, and interest 
in certain patents for specified royalty 
payments. A subsequent modification of 
this contract retransferred to the tax- 
payer a one-tenth interest in the patents. 
The taxpayer claimed that the royalties 
received were capital gains. The govern- 
ment argued that the payments re- 
ceived by the taxpayer subsequent to 
his reacquisition of the one-tenth in- 
terest were for a license and not for a 
sale. The Seventh Circuit disagrees, 
holding that the payments made were 
pursuant to the original sales contract, 
unaffected by the taxpayer’s partial re- 
acquisition. Having been made on ac- 
count of a sale, they were, on well-estab- 
lished authority, capital gains. Massey, 
CA-7, 10/21/55. 


Show mares held for breeding; gain 
capital. Taxpayer was in the business 
of breeding, training, and selling show 


New accounting decisions this month 
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The provision that an asset not be 
depreciated below its salvage value is 
in line with one of the recommendations 
made to the Treasury by the committee 
on federal taxation of the American In- 
stitute of Accountants, of which J. S. 
Seidman is chairman. Incidentally, the 
committee also recommended that the 
more rapid depreciation methods per- 
mitted by the 1954 Code be made avail- 
able in the case of used equipment with 
five years or more useful life. 

At the present time it applies only to 
new equipment. w 


horses. In 1947 he sold four unbred 
mares that had been shown frequently. 
The court held, however, that these 
mares were held for breeding and that 
therefore the gain on their sale was 
capital. Collings Estate, DC Ky., 
7/14/55. 


Capital gain on sale of land. Taxpayer 
contended that since 1915 it was en- 
gaged in the orderly liquidation of vast 
holdings of Texas real estate. Sales had 
been continuous but the taxpayer leased 
land and engaged in oil operation. The 
district court had held that part of its 
business was the sale of land and the 
gain was ordinary. The circuit court 
found the taxpayer was simply liquidat- 
ing a huge real estate holding by the 
only means available and was entitled 
to capital-gains treatment. Chandler, 
CA-7, 10/14/55. 


Capital gains on Jack Benny deal. Jack 
Benny formed a corporation, Amuse- 
ment Enterprises Inc., in January, 1947, 
to produce his weekly radio shows for 
American Tobacco over the NBC net- 
work. Benny, who owned 60% of 
Amusement’s stock, contracted directly 
with American for use of his personal 
services in the show. He reserved the 
right to veto a switch of his services to 
another network. In November, 1948, 
all of Amusement’s stock was sold to 
CBS for $2,260,000. Two weeks later 
American contracted with CBS to 
switch the weekly program. Benny and 
the other stockholders reported the 
gain on the sale of the stock as a long- 
term capital gain. The Commissioner 
contended over 90% of the sales price, 
or $2,054,000, was in excess of the fair 
market value of the stock and repre- 
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sented compensation for Benny’s serv- 
ices taxable as ordinary income. A di- 
vided Tax Court sustained the sale as a 
bona fide sale resulting in capital gain. 
It found that the comedian’s future 
services were not the subject of discus- 
sions incident to the sale of the stock. 
At the time there was no actual or im- 
plied promise that Benny would accept 
the switch in networks. (See also page 
22. Ed.) Benny, 25 TC No. 28. 


Payments for right to remove sand and 
gravel for 5 years is ordinary income. 
Taxpayer “sold” the right to remove all 
the sand and gravel on its land for a 
period of 5 years at 15¢ per cubic yard. 
The arrangement is held to be a lease, 
not a sale; the amount received by the 
taxpayer is ordinary income subject to 
percentage depletion. Three judges dis- 
sented maintaining that the contract 
was in all respects a contract of sale 
rather than a lease, the 5 years having 
been considered as ample time to permit 
the removal of all the materials. Crowell 
Land & Mineral Corp., 25 TC No. 31. 


Ordinary income on sales of vehicles 
used for a short-term lease only. Tax- 
payer acquired new motor vehicles 
which it leased to different lessees for 
periods of approximately one year. The 
rental period was substantially less than 
the useful life of the vehicle. Sales of 
these used vehicles resulted in ordinary 
income as sales of property held pri- 
marily for sale to customers. When the 
vehicles were acquired, taxpayer in- 
tended to sell them at retail after a 
relatively short single rental period. 
Philber Equipment, 25 TC No. 14. 


Seller of trotting horses must show pur- 
pose for which each horse was held. 
Whether or not horses foaled on tax- 
payer's farm and sold as yearlings were 
held primarily for breeding purposes 
(if so gain on sale would be capital) 
was a question of fact. The court con- 
cluded that each horse was unique and 
the purpose for which each was held 
must be determined separately. It found 
that only 3 of the 11 horses sold quali- 
fied for capital gain; the other horses 
were held primarily for sale. Jewell, 
25 TC No. 18. 


Lawyers selling subdivided land acre- 
age are in real estate business. Gain 
from the sale of subdivided real estate 
was taxable to an attorney as ordinary 
income rather than capital gain. The 
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sales of the lots were substantial, con- 
tinuous, and frequent. Taxpayer as a 
result of a full-page newspaper adver- 
tisement sold 15 lots in 1947, 57 in 
1948 (of which 25 were to one per- 
son), 16 in 1949, and 13 in 1950. 
Murray, TCM 1955-283. A lawyer who 
had acquired acreage for development 
was considered as holding the lots for 
sale to customers in the ordinary course 
of his trade or business and was pre- 
cluded from capital-gains treatment 
even though most of the activity was 
handled by a real estate agent. In the 
two years in issue, 159 lots were sold 
with transactions occurring three times 
every month on the average. Gamble, 
TCM 1955-289. 


Ordinary income on sales of defense 
housing. Before the war, taxpayers had 
built houses for sale. Under appropriate 
regulations, they built 178 units of de- 
fense housing and sold 109 of them in 
the year of completion, 1944. In 1945, 
they sold the remaining 69 units, which 
had been rented for periods ranging 
from 9 to 20 months, and claimed Jong- 
term capital gains. The Court, on ap- 
peal, upheld the Tax Court’s decision 
that, on the facts, these houses were 
held primarily for sale to customers in 
the ordinary course of business, and 
their sale resulted in ordinary income. 
Cohn, CA-9, 10/1/55. 


Redemption of stock not equivalent to 
a dividend. Taxpayer was a stockholder 
in a corporation primarily engaged in 
the real estate business. In 1945 and 
1946, the corporation disposed of sev- 
eral parcels of real estate. In 1946, the 
corporation purchased from the tax- 
payer one-half the total outstanding 
stock of the corporation. The facts of 
the case do not disclose who owned the 
other half of the stock. The Commis- 
sioner claimed that the amount paid 
by the corporation to the taxpayer for 
his stock was taxable as a dividend. 
The court held, however, that there was 
a business purpose for the sale of the 
stock (presumably the contraction of 
the corporation’s business) and the 
transaction resulted in a capital gain 
to the taxpayer. Woodlaw, DC Oregon, 
9/26/55. 


Gain from sale of subdivided lots ordi- 
nary. [Certiorari denied.] Taxpayers 
owned a 19*/,-acre tract of unimproved 
land which they had acquired for resi- 
dence, to use for truck farming, and as 


a long-term investment. They leased it 
(because of city restrictions on truck 
farming) on share-cropping arrange- 
ment. The rent covered only about */; 
of the taxes on the property. The tract 
was divided into 25 lots, a successful 
selling campaign conducted and a profit 
of $4,000 was realized. The trial court 
held gain taxable as ordinary income 
since sales were made in regular course 
of taxpayers’ trade or business. Ninth 
Circuit affirms. Shearer, CA-9, 4/22/55, 
cert. den. 10/12/55. 


Livestock must be held 12 months for 
capital gain. Gain on the sale of cattle 
held for draft, breeding, or dairy pur- 
poses for more than 12 months may be 
treated as a capital gain. Before the 
Revenue Act of 1951 (effective 
1/1/51) the required holding period 
was 6 months. Taxpayers sold cattle 
which the Commissioner conceded had 
been held for breeding purposes. How- 
ever, the cattle were sold in a taxable 
year beginning after 12/31/50 and 
therefore came under the new 12-month 
rule, even though the sale was made 
early in 1951 prior to the adoption of 
the 1951 Revenue Act. Crabtree, TCM 


1955-275. 


Sublessor of coal properties may treat 
disposal as a sale. A taxpayer disposing 
of coal owned by him for more than 
six months under a contract whereby 
he retains an economic interest in the 
coal may treat such disposal as a sale. 
The 1954 Code specifically extended 
this right to a sublessor. An assignee 
or other successor in interest to the 
original lessor qualifies under both 
Codes. Rev. Rul. 55-621. 


Assessments paid on worthless bank 
stock are capital losses. An assessment 
paid on worthless, double-liability bank 
stock by a cash basis stockholder con- 
stitutes a part of the original stock in- 
vestment and any loss sustained will 
constitute a capital loss. Recoveries later 
effected on such investments will not 
be includible in income if no tax bene- 
fit resulted from the loss. IT 3351, hold- 
ing the assessment is an ordinary loss 
deductible when paid, is revoked. Rev. 
Rul. 55-619. 


Exchange of Treasury Certificates for 
similar ones with a later maturity date 
is taxable. When U.S. Treasury Certifi- 
cates issued in unregistered form and 
without interest coupons are surren- 
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dered at maturity in 1954 in exchange 
for similar certificates with a later ma- 
turity date, the exchange is a taxable 
transaction in which gain or loss is 
recognized. Rev. Rul. 55-641. 


Agreement was license; income taxed 
as royalty. The taxpayers, patent own- 
ers, entered into an agreement, by its 
terms a license, granting the exclusive 
rights to “make, use and sell” the prod- 
ucts covered by the patent. The con- 
sideration was measured by a percent- 
age of gross sales, with a stated mini- 
mum. These payments were called 
royalties in the agreement, and were, 
originally, so reported by the taxpayers. 
In this action, they contended that the 
agreement had the effect of a sale, and 
the proceeds were long-term capital 
gain. The court held the proceeds to be 
royalties. It recognized the cases hold- 
ing that agreements transferring ex- 
clusive rights to make, use and sell for 
the life of the patent are assignments. 
Those cases are applicable, however, 
only when all the facts surrounding the 
document and transaction also indicate 
an intention to transfer the patent. The 
facts in this case, including the termi- 
nology of the instrument and the orig- 
inal treatment of the consideration, do 
not indicate such an intention; the trans- 
action was a license for tax purposes. 


Switzer, CA-6, 10/28/55. 


allocation between 
severance pay and stock proceeds up- 
held. Taxpayer was an employee and 
stockholder of a corporation. He re- 
signed as a result of a disagreement 
and was paid by the corporation for 
his stock and compensation due him. 
The corporation, in the checks and on 
its books, treated about one third of 
the payments as having been made for 
the stock and the balance as com- 
pensation. The taxpayer accepted the 
checks so designated without protest, 
but here contended that substantially 
more should have been allocated to the 
stock sale. The Commissioner computed 
the taxpayer’s liability on the basis of 
the allocation made by the corporation 
and the court holds that the taxpayer 
had not disproved that allocation. 
Frank, CA-6, 10/28/55. 


Commissioner's 


DEPRECIATION 


$112,000 contribution allowed for gift 
of $115,000 to be paid from mineral 
interest. [Non-acquiescence.] Taxpayer 


owned, developed, and operated oil and 
gas properties.. He conveyed an undi- 
vided one-eighth interest in certain 
leases to a church to hold until it re- 
ceived $112,000; then the title would 
revert to the taxpayer. The market value 
of this in-oil assignment was about 
$112,000. The Tax Court allowed the 


deduction, saying that a true property 


interest was conveyed; this was not a 
mere assignment of future income. 
Nordan, 22 TC 1132, nonacq. IRB 
1955-37. 


15% depletion for gypsum rock used in 
cement manufacture. Gypsum rock is 
allowed a percentage depletion rate of 
15% if sold for use as a retarder in the 
manufacture of cement; if used as a 
stone in making concrete, only 5% is 
allowable. Rev. Rul. 55-657. 


Depreciation allowed under Cohan rule 
even in absence of proof. Taxpayer 
owned an auto which he used partly 
for business and partly for pleasure. 
Although he failed to prove cost, date 
of purchase, probable useful life, the 
make or model, or whether new or used, 
the court, applying the Cohan rule, al- 
lowed a depreciation deduction of $400 
in lieu of the $530 claimed by the tax- 
payer. Joyce, 25 TC No. 3. 


Can’t amortize improvement over short 
lease with subsidiary. Sums expended 
in improvements on leased premises 
were required to be depreciated over 
the useful life of the improvements 
rather than the 5-year stated term of 
the lease. The premises were leased 
from a controlled corporation and it was 
reasonably certain that the lease would 
be renewed. Expenditures for painting 
and papering were repairs properly de- 
ductible. Farenga, TCM 1955-279. 


WHEN IS IT INCOME 


Debtor, furnishing space as payment, 
has rent income over lease period. In 
1927 taxpayer’s predecessor had leased 
space to a bank for twenty years, rent 
to be paid partly in cash and partly in 
the predecessor’s debentures. Taxpayer 
was organized in 1936 in a reorganiza- 
tion due to the default on the deben- 
tures; it continued the lease arrange- 
ment. However, default continued and 
in 1943 the taxpayer and the bank 
litigated their respective rights. At this 
time taxpayer agreed to a two-year ex- 
tension of the lease for a subsidiary of 
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the bank and issued a new note in 
place of the debentures and unpaid 
coupons. During 1948, 1949, and 1950, 
the years at issue here, each party made 
entries on its books to reflect the 
monthly reduction of the note. The 
Commissioner asserted that this was 
rent income of the taxpayer. The Tax 
Court agrees; the record does not sup- 
port taxpayer’s theory that the rent was 
prepaid (and should have been taxed) 
in 1943, a closed year. Fifteen-Hundred 
Walnut St., Corp., 25 TC No. 11. 


ACCOUNTING METHODS 


Must elect to accrue Series E interest 
before date of return. The election by a 
cash basis taxpayer to report as income 
the annual increment in the redemption 
price of non-interest-bearing bonds can 
be exercised only on a return timely 
filed. Rev. Rul. 55-655. 


Taxpayers given opportunity to attempt 
to show loan intended despite formal 
sale. The taxpayers assigned their ac- 
counts receivable under a_ contract 
which specifically described the trans- 
action as a sale. Despite the form of the 
agreement, the taxpayers contended 
that the intention and substance of the 
arrangement was a collateral loan. The 
court refused to dismiss the case and 
held that the taxpayer should be al- 
lowed to prove the true intention of the 
parties. At issue was the time income 
was realized on installment sales. The 
accounts receivable were “sold” to a 
finance company. Stein, DC New York, 
9/28/55. 


Cash-basis doctor can’t deduct amounts 
credited but unpaid to employees. Tax- 
payer, a physician, in 1947 entered into 
an agreement with two doctor-employ- 
ees under which a percentage of the 
annual profits was to be credited to the 
employees’ accounts and to be ap- 
plied against the purchase by them of 
a share in a partnership to be formed 
in 1952. The credited amounts were 
never paid over to the employees, nor 
was the partnership ever formed. The 
physician, who was on the cash basis, 
was denied a deduction for the amounts 
credited during 1950 and 1951. Heub- 
lein, TCM 1955-288. 


Liquidation distribution is realization 
of installment notes. The unrealized 
profit on installment obligations held 
by a corporation is taxable to it upon 
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distribution of the obligation to a part- 
nership which succeeded the corpora- 
tion. Rev. Rul. 55-672. 


Initial payment a prerequisite for use 
of the installment method (old law). 
Taxpayer, a stockholder of a water com- 
pany, sold part of his stock to the city 
of Phoenix and agreed to sell the re- 
maining shares back to the corporation 
itself. The sole payment from the com- 
pany was a note payable over three 
years. He reported the gain on the in- 
stallment method. The court held valid 
the regulations under the 1939 Code 
providing that the installment method 
could be used only if an initial pay- 
ment was received in the year of sale. 
A cash dividend declared by the cor- 
poration several days prior to the sale 
of the stock to the corporation could 
not be considered as part of the pur- 
chase price of the stock and therefore 
did not qualify as an initial payment. 
(1954 Code does not require receipt of 
an initial payment in the year of sale. 


Ed.) Gilbert, 25 TC No. 13. 
BAD DEBTS 


Recovery of bad debts taxable if in ex- 
cess of loss of year of write-off; can’t 
show that loss understated. [Certiorari 
denied.] Taxpayer was permitted to re- 
cover bad debts it had written off in 
1937 without tax on the amount of the 
recovery, which was less than the 1937 
loss (bad debts written off beyond that 
point saved taxes in 1937 and hence are 
taxable when recovered). The taxpayer 
argued that it should be permitted to 
show that additional amounts should 
have been written off in 1937, increas- 
ing the loss in that year and the amount 
of the recovery. CA-2 affirmed the Tax 
Court in holding a closed year cannot 
-be reopened. First Nat'l. Bank, CA-2, 
9/11/55, cert. den. 11/7/55. 


Advances by Tony Martin to complete 
production of Casbah a business debt. 
Tony Martin, while in the army, re- 
ceived some unfavorable publicity. In 
1945 he returned to Hollywood. To re- 
establish him, his agent decided to star 
him in an independent production, 
Casbah. A corporation was organized 
with the help of outsiders, but to com- 
plete the financing of the picture Martin 
was forced to advance large sums to 
the corporation. The picture was a dud 
and the loans became worthless. The 
court held that although the investment 
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in the corporation was not a normal 
part of Tony Martin’s business activity 
as an entertainer, the additional ad- 
vances to complete the picture, which 
had been undertaken in the first in- 
stance to rehabilitate Martin’s career, 
re-establish him in the motion picture 
industry, and thereby save his career, 
were in connection with his business. 
Martin was permitted to deduct the 
worthless loans in full in the year of loss 
as a business bad debt. Martin, 25 TC 
No. 15. 


QUESTIONS OF DEDUCTIBILITY 


Legal expenses allowed as deduction; 
defense of title merely incidental. The 
taxpayer inherited shares of stock from 
her father. Years later, a derivative ac- 
tion was brought by stockholders on 
behalf of a corporation of which her 
father had been an officer and director. 
The suit, subsequently dismissed, was 
brought on the grounds that the father 
had wrongfully obtained the shares in 
question by a breach of his fiduciary 
duty to the corporation. The taxpayer 
deducted the legal fees she incurred in 
the case, but the Government contended 
that they were capital expenditures in 
defense of title to the stock. The court 
held that the legal expenses were a 
deduction. The 
primary purpose of the derivative ac- 
tion was to force an accounting for 
profits and damages. The question of 
title was only secondary, and does not, 
therefore, affect the nature of the other- 
wise deductible expense. Sergievsky, 
DC N.Y., 10/14/55. 


proper non-business 


Payments under guarantee, given as 
purchase price of stock, are nondeduc- 
tible. Koppers Co., as a means of acquir- 
ing the common stock of Securities Co.., 
guaranteed payment of dividends on the 
preferred stock. All payments under the 
guarantee, including a lump-sum pay- 
ment to extinguish future liability, were 
held to be capital expenditures made 
under an obligation assumed as part of 
the purchase price of the common stock. 
United Gas Improvement Co., 25 TC 
No. 32. 


Listing of residence for rent is not a 
conversion to business use. The mere 
listing of a formal residence with a real 
estate broker after the taxpayer had 
ceased to use it as a residence was not 
such an appropriation to business use 
as to justify a loss on subsequent sale. 





Furthermore, taxpayer failed to prove 
any loss, since the basis for loss is the 
fair market value of the property at the 
time of conversion to business use, and 
no evidence of fair market value was 
offered. Seaman, TCM 1955-292. 


Can’t deduct penalty for intentional 
OPA violation. A judgment was ren- 
dered against the taxpayer for inten- 
tional violation of OPA regulations. He 
sought to deduct the amount of the 
judgment as a business expense. The 
court held that such amounts are not 
properly deductible, because to allow 
them would be contrary to public 
policy. Lentin, CA-7, 10/14/55. 


Illegal premium kickbacks not deduct- 
ible. Taxpayer, an insurance broker, 
paid a portion of the premiums earned 
on personal liability and property dam- 
age insurance as commissions to auto 
dealers for soliciting business. The 
court rejected the broker’s argument 
that his income did not include the por- 
tion paid to the auto dealers, his “co- 
venturers.” Neither could the broker de- 
duct the payments as “ordinary and 
necessary” expenses; they were made in 
direct violation of the state insurance 
laws. Boyle, Flagg & Seaman, Inc., 25 
TC No. 8. 


Purchaser of interest can’t deduct pre- 
miums on contingent remainderman’s 
life. Taxpayer purchased from indivi- 
duals their own contingent remainder 
interests in certain trusts. To protect 
himself from loss should the sellers die 
prior to the life tenants, he required 
them to take out insurance payable to 
him. He paid the premiums. The court 
disallowed deduction of the premiums 
on the ground that the proceeds, if 
collected, would be tax-free. The pre- 
miums are an expense allocable to tax- 
exempt income and as such nondeduc- 
tible. Jones, 25 TC No. 2. 


WHOSE INCOME IS IT 


Rent taxable to lessor although paid 
to its creditors. The taxpayer corpora- 
tion was the lessee of a building which 
it in turn subleased. The sublessee paid 
fixed rent to the taxpayer and, under 
separate paid additional 
amounts, measured by percentages of 
its sales to a trustee for the taxpayer’s 
creditors and stockholders. The Com- 
missioner claimed that the payments 
were additional rental income of the 


agreement, 
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taxpayer. The court so held, finding 
that the arrangement was merely an 
assignment of the corporation’s income. 
Brockman Building Corporation, CA-9, 
9/27/55. 


Corporate funds used by stockholder 
are income to him. Large payments to 


a corporation from its customers were . 


taken and used by the corporation’s sole 
stockholder. As a result, the stockholder 
was convicted of criminal fraud. On 
appeal, he contended that the money 
taken from the corporation was not 
proven to be income to him. The court 
held that the amounts received by the 
stockholder were income to him because 
he had and exercised complete control 
over them. The government did not 
have to show that the money was re- 
ceived as dividends or compensation. 
Conviction affirmed, Davis, CA-6, 10 


13/55. 


“Gift” of property is an assignment of 
income. The Tax Court holds taxpayer 
had not proved he made a valid gift 
of a service station to his father; he 
owned the property in the taxable year, 
paid the taxes thereon, and deducted 
depreciation in his return. The pur- 
ported gift was nothing more than an 
assignment of rents to the father. 
Accordingly the rental income was tax- 
able to the son. Seaman, TCM 1955- 
292. 


WHAT IS INCOME 


Disability pension is exempt if dis- 
ability is service-connected. Amounts 
received under public retirement sys- 
tems may be excluded from income if 
in the nature of amounts received “un- 
der workman’s compensation acts,” i.e., 
compensation for service-connected in- 
juries. A policeman, retired for dis- 
ability, was not permitted to exclude 
iis pension where four of the five causes 


of disability were not incurred in the 
line of duty and it was impossible to 
determine what portion of the pension 
was attributable to service-connected 
injuries. Brown, 25 TC No. 30. 


Hospital employee taxable on meals 
and lodging (old law). The value of 
meals, lodging, laundry services, and 
commissary withdrawals furnished tax- 
payer, business manager of a California 
state hospital, is includible in his gross 
income under the 1939 Code even 
though furnished for the employer’s 


convenience. These benefits are con- 
sidered by the state as part of the com- 
pensation, and are so designated in state 
law. (The 1954 Code provides that 
meals and lodging are taxable only if 
required to be accepted and furnished 
on the employer’s premises. Ed.) Rob- 
ertson, TCM 1955-282. 


Dealer taxable on “reserve” withheld 
by finance company. Finance compa- 
nies buying customer’s notes from tax- 
payer, a trailer dealer on the accrual 
basis, withheld a percentage of the pro- 
ceeds. They credited the amounts with- 
held to taxpayer’s account as “dealer’s 
reserves.” The finance companies could 
look to these “reserves” to satisfy any 
default by a dealer on his guarantees. 
The “reserves” were properly includible 
in taxpayer's income. The reserves could 
not be treated as bad-debt reserves; he 
used the specific bad-debt charge-oft 
method on his books. Johnson, 25 TC 
No. 20. 


Payments by corporation to seller of 
stock not dividends to buyer. The tax- 
payer was general manager and a 
minority stockholder of a corporation 
owning a Ford auto agency. Because 
of Ford Motor Co. policy, he had to 
acquire a controlling interest in the 
corporation or it would lose its fran- 
chise. The taxpayer purchased the 
shares of another stockholder and the 
corporation agreed to pay the latter 
20% of the corporation’s net earnings 
for a three year period. The Govern- 
ment contended that the amounts paid 
by the corporation to its former stock- 
holder were dividends constructively 
received by the taxpayer. The court re- 
versed the Tax Court and held for the 
taxpayer. The agreement was made to 
enable the corporation to retain its 
franchise, a legitimate corporate pur- 
pose; it would be stretching the doc- 
trine of constructive dividends too far to 
apply it here. Tucker, CA-8, 10/18/55. 


Interest on funds deposited with an 
insurance company taxable when 
earned, Taxpayer received $3,000 a 
year from an insurance company out of 
a fund comprised of the total surrender 
values of an endowment contract and 
an annuity contract and accumulated 
interest thereon. The fund was left on 
deposit with the company at interest 
at not less than 3%, the taxpayer reserv- 
ing the right to withdraw the entire un- 
paid balance at any time. Taxpayer did 
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not report the $3,000 as income on the 
theory that it was received under a life 
insurance or endowment contract and 
did not exceed the premiums or con- 
sideration paid. That was held to be 
error. The payment was taxable to the 
extent of $2,955, the interest credited 
to his account for the year. Zimmer- 
mann, 25 TC No. 33. 


Brother's cancellation of debt for serv- 
ices is income. Taxpayer contended that 
the cancellation of a $10,000 loan from 
his brother was a gift. The court held 
that there was sufficient evidence to 
justify a finding that the $10,000 loan 
was cancelled for services rendered by 
the taxpayer and therefore resulted 
in income to him. Canton, CA-8, 
10/20/55. 


BASIS QUESTIONS 


No income on assumption of transferor’s 
lease obligation for property. Taxpayer, 
and another wholly unrelated, rented 
adjoining properties from the same land- 
lord. Taxpayer, in consideration of cer- 
tain assets and cash received from the 
other tenant, took over the other lease 
with its obligations. No taxable income 
was realized upon acquisition of the 
cash and assets. The assets had a cost 
basis to the taxpayer equal to the obli- 
gations assumed less the cash received. 
Rev. Rul. 55-675. 


If you hold a winning sweepstakes 
ticket, you can deduct cost from pro- 
ceeds. A sweepstakes ticket acquired 
by gift has a basis equal to its estab- 
lished selling price. The proceeds of a 
winning ticket are includible in gross 
income to the extent of the excess over 
such basis. [This is a two-sentence rul- 
ing; apparently no change is intended 
in the rule that the donee’s basis for 
gift property is the donor’s. Ed.| Rev. 
Rul. 55-638. 
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Jack Benny & capital gains triumphant, or 


a fascinating record of a painstaking deal 


O* ALL THE sHOWs Jack Benny ever 


put on, he was never involved in a 
more carefully planned and masterfully 
executed performance than that leading 
to the Tax Court’s decision in Jack and 
Mary Benny v. Commissioner, 25 TC 
No. 28. No member of the radio audi- 
ence in millions of living rooms on 
Sunday evenings during the late ‘forties 
and early ‘fifties ever enjoyed the fine 
points of the maestro’s performance 
more than will the alert tax man who 
reads the record of this case. Here are 
the bare facts. 


How the corporation came to be 

Jack had a contract with American 
Tobacco Co. to produce the Sunday 
radio show. The administrative work, 
writers, cast, musicians, etc., got him 
down after a year or so. A new corpo- 
ration, Amusement Enterprises, Inc., 
was formed to produce the show and 
engage in other amusement ventures 
(it made a movie, produced the Jack 
Parr show, and did other business). 
Amusement entered into a contract with 
American to produce the Jack Benny 
show. Amusement had no contract with 
Benny; American did. Benny owned 
60% of Amusement stock, his attorney, 
Lloyd Wright (last year’s president of 
the American Bar Association) had 5%, 
as did Sylvan Oestreicher, an accountant 
and tax expert employed by a New York 
law firm (Olvany, Eisner & Donnelly), 
and Myrt T. Blum, Benny’s business 
manager, 30%. 


Sale of the corporation 

Several years later the Columbia 
Broadcasting System offered to buy the 
stock of Amusement for $2,260,000. Be- 
cause of long good relations with NBC, 
parties interested in Amusement thought 
it fair to apprise them of this, and to 
expose to them the possibility of buy- 
ing the company themselves. Long ne- 


gotiations came to naught, CBS bought. 
It so happened that Amusement then 
transferred the show from NBC to 
CBS, and it also happened that Jack 
Benny did not object to this transfer 
(which his contract with American gave 
him the right to do). Neither did any 
of this cause any disturbance in the 
fact that American was able to provide 
Benny to Amusement as the star. 

One significant point to note here is 
that at no time during the negotiations 
for the sale of the corporation did the 
sellers’ representatives ever entertain 
any discussion of Benny’s services. Such 
discussion was repeatedly, specifically, 
and vigorously excluded. 


Financial effect of sale 


CBS paid $2,260,000 for Amuse- 
ment’s stock, over a four-year period. 
The Commissioner asserted that $2,054,- 
000 of this was for Benny's personal 
services; Benny (taxpayer-plaintiff 
here) said it was capital gains on sale 
of stock. Commissioner assessed a de- 
ficiency of $236,382. The question for 
the court then was what was the value 
of the stock sold. The opinion fills in the 
rest of the fascinating story. 


The $236,382.81 Question 


“Whether the commissioner erred in 
determining that over 90 per cent of 
the total sales price received by the 
stockholders of Amusement upon the 
sale of their stock to CBS and Columhia 
Records, Inc., was compensation to pe- 
titioner for services is essentially a ques- 
tion of fact. . There is no conflict 
between the testimony of the various 
witnesses, the depositions, and the docu- 
mentary evidence. All of the evidence 
before us establishes beyond doubt that 
the substance of the transaction here in 
question was accurately and completely 
reflected by the form in which it oc- 
curred. . . 


“The respondent, on brief, requested 
that we make an ultimate finding of 
fact that $2,054,000 of the amount paid 
by CBS and Columbia Records, Inc., 
‘was compensation for [petitioner’s] 
services in effecting a move of the Jack 
Benny Program to the CBS network and 
for rendering his services thereafter on 
the CBS network.’ 

“There is abundant testimony in this 
record that neither petitioner nor any 
person acting for him even intimated 
that he would attempt to persuade The 
American Tobacco Company, which, in 
fact, selected, contracted and paid for 
the network facilities on which the 
Benny show was broadcast, to switch 
the program from NBC to CBS... . It 
is equally well established that neither 
petitioner nor anyone acting for him 
promised that he would refrain from ex- 
ercising his so-called veto power should 
American attempt to switch the broad- 
casting facilities of the program. It is 
also a fact that petitioner’s future serv- 
ices, subsequent to the sale of Amuse- 
ment’s stock, were never discussed or 
bargained for during the negotiations. 
To the contrary, when that subject was 
mentioned in the course of the negotia- 
tions with NBC, Lloyd Wright threat- 
ened to end negotiations immediately if 
petitioner’s services were to be the sub- 
ject of discussions incident to the sale 
of the stock. . . 

“CBS’ Paley testified: ‘.. . it was made 
perfectly clear to me by Mr. Wasserman 
in the first instance that in the purchase 
of Amusement Enterprises, Inc., in no 
way was I acquiring the services of Jack 
Benny.’ 

“In answer to the question: ‘. . . is 
the Court to understand from your testi- 
mony that you . . . took a calculated risk 
as to whether or not you might be able 
to obtain a switch of the Lucky Strike 
program from NBC to CBS?’ 

“Paley replied: ‘I would say that was 
putting it pretty well, that in addition 
to the assets which we acquired by the 
purchase of Amusement Enterprises. 
I had high hopes that we might induce 
the American Tobacco Company to 
switch its Jack Benny program from 
NBC to CBS.’ 

“And to the further question: “But at 
the time the contract was concluded 
there was no certainty that you could 
obtain a switch of the program?” he re- 
plied: ‘None whatsoever. To that ex- 
tent, using your language, it was a 
calculated risk.’ . . . “There is abundant 
specific evidence that the entire amount 
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paid for the stock was exclusively for 
stock of a bona fide corporation. In ad- 
dition, it is also true that the amount 
paid for the stock was substantially 
equivalent to the fair market value 
thereof, which is another reason why 
we believe that no part of such amount 
represented compensation for  peti- 
tioner’s services or for his promise to 
do or to refrain from doing something. 
Amusement’s contract with American 
was its most valuable income-producing 
asset but the value of that contract was 
not reflected on its balance sheet. It may 
be true that the value of that contract 
was not equivalent to the anticipated 
total net earnings therefrom for the 
remaining 51/5 years which it had to 
run because of cancellation possibilities 
should American’s contract with peti- 
tioner end. It is, nevertheless, clear that 
the value of the contract in 1948, to- 
gether with Amusement’s other assets, 
far more nearly approximated the price 
which CBS paid for the stock than did 
the mere book value of Amusement’s 
addition to the assets of 
(Amusement, there was an additional 
value which its stock had to CBS in 
that CBS’s other broadcast periods on 
Sunday night would be more valuable 
with the Jack Benny Show as the ‘kick- 
off program.’ 


assets. In 


IRS suspicious of whole deal 

“Also underlying the respondent’s de- 
termination of the deficiency is his be- 
lief that the whole transaction here in 
question was a deliberate scheme for 
improper tax avoidance. We think there 
is no question but that the selling stock- 
holders and those acting for them, as 
well as NBC and CBS, were all con- 
scious of the tax consequences of the 
sale of the stock. We, however, cannot 
agree with the respondent's suggestion 
that the petitioner’s concern over the 
consequences of the sale, tax-wise, raises 
sinister implications that the outward 
appearance of the transaction was 
merely a cloak for a deliberate scheme 
of tax avoidance. We appreciate the re- 
spondent’s diligence in guarding the 
revenues; but it has long been recog- 
that a taxpayer may decrease 
the amount of what otherwise would be 
his taxes or altogether avoid them by 
any means which the law permits.” 


nized 


Three judges dissent 

Judge Harron (who wrote the dis- 
senting opinion) apparently sees the 
unspoken word as mighty, for she con- 


siders the careful silences on certain 
points as concealing the real intent of 
the parties. Her dissent (Judges Opper 
and Pierce also dissented) says this: 
“The chief question for decision is, 
in my opinion, what was the fair market 
value of 5,000 shares of stock of Amuse- 
ment Company at the time of the sale 
to CBS on November 18, 1948. I am 


“unable to agree that the fair market 


value was $2,260,000. . The fatal 
weakness in petitioner’s case is that his 
proof does not establish a fair market 
value of the stock of an amount which 
is even close to $2,260,000. On the other 
hand, a finding could be made that the 
stock had a value of $420,000 in No- 
vember 1948. 


Real value of stock 

“It is necessary first to analyze the 
evidence on the matter of the value 
of the stock in Amusement because a 
related question, namely, for what else 
did CBS make payment, is not reached 
until a finding is made on the value of 
the stock. There is no margin between 
the amount of the fair market value of 
the stock and the sum of $2,260,000 
to consider until the first question is 
answered. .. . 

“It is stated that as of September 30, 
1948, according to the balance sheet, 
the net worth of Amusement, without 
ascribing any value to the 1947 Amuse- 
ment-American Tobacco contract, was 
$205,742. Passing the point of how such 
net worth was determined, it is observed 
that Amusement had been in existence 
only one year; it was apparently or- 
ganized without any noticeable amount 
of capital; its chief asset was the 1947 
contract with American Tobacco; and 
the net earnings after taxes in the first 
fiscal year of the contract with Ameri- 
can was only $154,640.63. ... 

“It is presumably agreed that under 
the the value of the stock of 
Amusement depended upon the antici- 
pated net earnings, after all expenses 
and charges, from the 1947 Amusement- 
American contract. It is necessary, there- 
fore, to look at that contract as it stood 
in November 1948. 

“It was the production contract under 
which American agreed to provide 
Benny as the star of the show Amuse- 
ment was to produce. Unless a wholly 
unrealistic view is taken, it is a serious 
question under the issue, how much the 
1947 Amusement-American production 
contract was worth if American could 
not supply Benny as the star. The pro- 


facts, 
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duction contract of March 6, 1947, had 
a term of 7 years, ie., to 1953, but 
there was a termination clause by which 
American could end the contract with 
Amusement, if American could not 
furnish Benny as the star performer in 
the show; i.e., if American’s contract 
with Benny for his personal services 
should terminate before 1953 for any 
one of 5 specified reasons, one of which 
was the failure of American to exercise 
options in its 1947 contract with Benny. 
This leads to the 1947 American-Benny 
contract executed on March 6, 1947. 
Although the term of American’s con- 
tract with Amusement was for 7 years, 
American’s contract for Benny’s per- 
sonal services had an initial term of only 
3 years (156 weeks), beginning July 1, 
1947, and ending July 1, 1949, with 
options to extend the contract for 2 
additional periods of 104 weeks, each 
(or a total of 364 weeks, 7 years). 

“It was on November 13, 1948, that 
CBS bought the stock of Amusement, 
and on November 1, 1948, the Ameri- 
can-Benny contract had only 7 months 
(or 30 weeks) remaining until the 
end of the original term of the contract 
on July 1, 1949. Therefore, in consider- 
ing the value, based on net earnings 
after taxes, of the 1947 Amusement- 
American production contract on or 
about November 1, 1948, it is clear that 
any buyer of Amusement stock who con- 
sidered contract earnings seriously, 
could be certain only of a contract be- 
tween Amusement and American To- 





“Not for services 
“Wricnt [Jack Benny’s lawyer] and 
the MCA negotiators, however, 
bluntly refused to discuss petitioner’s 
personal services in any way and 
threatened to break off negotiations 
immediately if NBC persisted in dis- 
cussing that question. The question 
of Benny’s personal services had not 
been discussed during the previous 
negotiations with Paley and CBS. 
At the insistence of NBC’s counsel, 
Trammell wanted a clause inserted 
in the proposed contract of sale that 
the sale of the stock met the approval 
of the Commissioner of Internal Rev- 
enue as to its “legality.” Wright again 
threatened to break off negotiations 
at the suggestion that the proposed 
sale was in any way illegal 

from the Tax Court’s finding of fact. 
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bacco until about July 1, 1949, i.e., for 
additional 30 weeks; and since Amuse- 
ment’s net profit after taxes from the 
contract amounted to only $4,418 per 
week (on the basis of 35 weeks a year), 
such buyer could be certain that Amuse- 
ment would get net profit out of the 
contract of about $132,540 ($4,418 
multiplied by 30), plus $75,000, the 
maximum penalty payable by American 
if it terminated the contract on July 1, 
1949, or $207,540. 

“It could be held that petitioner has 
established that the fair market value 
of the stock of Amusement was at least 
$413,282 on November 13, 1948, or 
$420,000, to round off figures, but a 
value above $420,000 cannot be found 
unless some value is ascribed to contin- 
gencies such as exercise by American of 
its option to extend the Benny contract, 
and it is difficult to find in the record 
evidence upon which some amount can 
be fixed as a value of contingencies. . . 

“Upon the record, the excess is swept 
into Section 22(a) which reaches ‘gain 
or profit from whatever source derived.’ 

“It seems to me that the majority 
view misconceives the posture of the 
question, starting as it does by ap- 
proaching the problem as though the 
chief and first question is whether ‘90 
per cent of the sales price . . . was com- 
pensation to petitioner for services. . .’ 
Rather, the chief question is, how much 
of the total paid by CBS was for stock 
of Amusement? If the petitioner has 
failed to prove that the entire $2,260,- 
000 was for the stock, the excess over 
the fair market value of the stock has to 
be taxed as ordinary income. The cir- 
cumstances of the transaction were such 
that close scrutiny of the facts is per- 
missible. 

“I find no difficulty with the second 
aspect of the problem, however, about 
the implications to be found in the 
- facts and circumstances, and I strongly) 
dissent from the construction given to 
the evidence that no part of the total 
sum paid by CBS represented compen- 
sation for ‘services’ or an implied agree- 
ment of petitioner ‘to do something.’ 
Lacking adequate proof that Amuse- 
ment stock had a fair market value of 
$2,260,000 on November 13, 1948, or 
any value even close to that figure, cer- 
tain circumstances become highly im- 
portant. Obviously, the objective of 
CBS was to get the Jack Benny show 
switched away from NBC to CBS. 
Amusement corporation had nothing 
whatever to do with broadcasting ar- 
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rangements, nothing in its contract with 
American gave Amusement any control 
over the matter, and CBS could not get 
the show over to its network merely by 
purchasing the stock of Amusement. 
It was within the power of American to 
terminate its contract with NBC, and to 
enter into a broadcast contract with 
CBS. The American-NBC contract’s cur- 
rent term fortuitously ended on Decem- 
ber 28, 1948, and the date to exercise 
the extension option was November 28. 
American did not exercise its option, and 
on November 24, 1948, eleven days 
after CBS bought the Amusement stock, 
American signed a broadcast contract 
with CBS, which was what CBS wanted. 
Petitioner did not object to the change 
in the network arrangements. Further- 
more, petitioner was not disinterested. 
He, on November 11, 1948, telephoned 
to Paley of CBS in New York and told 
Paley ‘that Amusement’s stock was still 
available.’ It is not plausible that peti- 


Ordinary income arises from 
gift of stock-with-loan 


THE FORM in which a gift of appreci- 
ated property is made to a charity can 
change its tax consequences. We are 
indebted to Arthur Young & Co. for 
the following interesting point in con- 
nection with such gifts: 

It has been established by numerous 
court decisions that a taxpayer does not 
realize income by making a charitable 
contribution with appreciated property, 
even though he takes a deduction for 
the full market value. 

We that the Revenue 
Service follows this rule even though 
the contribution takes the form of a 
sale for an amount equal to the donor’s 


understand 


cost basis. 
Example—Mr. Adams owns 100 
shares of X stock, for which he paid 
$1,000. It is now worth $3,000. If he 
gives the stock to the M charity, he will 
be entitled to a deduction (subject to 
the percentage limitations of Section 
170 on charitable contributions) of 
$3,000. If he sells the stock for $1,000 
to the M charity, the amount of the de- 
duction (subject to limitations) will be 
$2,000. In neither case will Mr. Adams 


realize any taxable income. 


If the second transaction is changed 
slightly as to form, so as to make the 
gift a transfer subject to a loan, the 
result may be different. For example, 





tioner in his subjective thinking would 
‘fool’ Paley about practicalities. He 
shook hands with Paley when the deal 
with CBS was completed. Little, if any, 
doubt exists, after considering all of 
the record, that petitioner had the as- 
surance that the Jack Benny show would 
switch to CBS at the time CBS pur- 
chased the stock of Amusement and that 
he was capable, in some way, even by a 
handshake, of passing that assurance on 
to CBS. The petitioner’s proof falls short 
of establishing that petitioner did not 
lend his services to persuading NBC to 
enter into a contract with CBS. It was 
worth a great deal to CBS to get a 
broadcast contract with American which 
had an exclusive contract for petitioner's 
personal services on the show produced 
by Amusement which could be extended 
beyond July 1, 1949. I would sustain 
the respondent’s determination that the 
excess of the fair market value of the 
stock is taxable as ordinary income.” * 


suppose Mr. Adams goes to his bank 
and pledges the stock for a loan of 
$1,000. He thereafter transfers his in- 
terest in the stock, subject to the loan, 
to the M charity. In this situation Mr. 
Adams will likewise have a deduction 
of $2,000. But the assumption and pay- 
ment of the debt by the charity may 
give rise to taxable income. We 
informed that in 
such a debt was assumed, the Revenue 
Service held that on the basis of the 
Mr. 
realize ordinary income in an amount 


are 


one situation where 


foregoing facts Adams_ would 
equal to the excess of the liability as- 
sumed over the portion of his $1,000 
basis for the securities allocable to such 
liability. The value of the stock was 
$3,000 and the liability was $1,000. 
Deducting 1/, of his basis or $333 from 
the $1,000 loan assumed by the charity 
we arrive at a net of $667 which repre- 
sents the amount of ordinary income 
taxable to him, according to the IRS. 


Comment on IRS’ position 


It strikes us that there is certainly 
logic in the IRS’ position—whenever the 
donor has in effect realized the appre- 
ciation by borrowing against the ap- 
preciated asset. If he, not the charity, 
receives the appreciation by retaining 
the loan proceeds, it would be fair to 
tax him. 

Mr. Adams was fortunate enough to 





have property that appreciated $2,000. 
By borrowing $1,000 and retaining the 
proceeds he merely recovered his basis. 
The Treasury is a little hard in allocat- 
ing */; of the basis to the portion given 
to the charity and 1/, to the portion 
realized by the borrowing. The financial 
result would be the same if he sold it 
to the charity for $1,000. Why should, 
the Treasury strain to find ircome in 
the loan case and not in the sale? In 
each case the charity gets the full 
$2,000 of appreciation. In addition, the 
Treasury's theory robs Mr. Adams of 
capital gains treatment. 

Certainly the revenue would suffer 
if persons fortunate enough to have ap- 
preciated property could realize the 
appreciation and escape tax on it by 
mortgaging it as heavily as possible 
and then giving it away subject to the 
mortgage. If this were possible a very 
small gift could free a large apprecia- 
tion from tax. But borrowing up to the 
donor’s basis has the same practical 
effect as selling to the charity at the 
donor’s basis. It ought to have the same 
tax result. 

Suppose a Mr. Brown, instead of 
dealing in the relatively modest prop- 
erty above, was fortunate enough to 
have a property which cost him $5,000 
but is worth $50,000. Now if he is able 
to mortgage it for, say $40,000, he can 
receive $40,000 in cash. If he then 
makes a gift of the property subject to 
the mortgage, the charity receives prop- 
erty worth $10,000. It would seem right 


that Mr. Brown be taxed on the appre- 
ciation he retained; the part given to 
charity may well be exempt in accord- 
ance with the long-established policy 
of encouraging contributions. 

The Treasury is trying to find a tax- 
able event in the assumption of the debt 
by the charity. Practically, the income 
arose on the mortgaging—the donor 
had the cash then. Though until the 
debt was finally liquidated there was 
always the possibility that the appreci- 
ated property would depreciate. 

It seems to us that this type of trans- 
action—realizing a profit by borrowing 
—must be sharply distinguished from a 
gift of property encumbered by a pur- 
chase money mortgage. Suppose a Mr. 
Carew had paid down $5,000 to buy a 
$45,000 property and assumed a 
$40,000 mortgage. If now the property 
is worth $50,000 and he makes a gift 
of it subject to the mortgage, the char- 
ity gets the full $5,000 appreciation 
and even though Mr. Carew is released 
from the debt he has realized no eco- 
nomic income. Indeed he has given 
away his $5,000 originally invested in 
the property. Note that Adams re- 
covered his $1,000 basis and Brown his 
$5,000 basis. But Carew has recovered 
nothing of the $5,000 cash down-pay- 
ment on the property. Would it be fair 
to say that Carew has a gain here? 
Would the Treasury argue that 40/50 
of his $45,000 basis, or $36,000 is ap- 
plicable to the $40,000 forgiveness, 
leaving income of $4,000? 8 


Year-end bonus for officer-stockholders 


leads to tax complications 


fy THE HATFIELD CASE noted below 
four Mennonite brothers, who had 
quit school at 14 like most of the “Penn- 
sylvania Dutch,” built up a prosperous 
packing business but their straightfor- 
ward old-fashioned way of setting 
bonuses at the year end, and other un- 
sophisticated ways of operating, caused 
them tax trouble. When the Clemens 
brothers bought the Hatfield company 
they provided for salaries of $10,000 
to $12,000 for each of the brothers and 
also a management bonus of 5% of 
sales so long as a profit of the company 
did not fall below $25,000. At each year 
end the brothers agreed on the bonus 
fund and its division among them. This 
is what the Court had to say about this 
arrangement: 


“The bonuses paid at the end of each 
year according to the directors’ resolu- 
tion of August 26, 1947 were based 
upon the earnings that the company had 
made during the year and its consequent 
ability to pay. . When the rather 
consistent policy of petitioner's board 
of directors to measure compensation 
for its officers by the corporation’s 
ability to pay, rather than by the value 
of the services rendered, is considered 
there seems to be little doubt that there 
is merit in respondent’s argument that 
some portion of the alleged compensa- 
tion is intended as a distribution of 
earnings rather than to provide reason- 
able remuneration for services rendered. 
The fact that the bonuses were voted 
at the end of each fiscal year, when 
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annual profits became known, supports 
this conclusion. Petitioner argues that 
the bonuses paid to each of the four 
officers were fixed only after consulta- 
tion among the officers, who were also 
the directors of the company, and that 
recognition was given to the capabili- 
ties of each of the officers and to their 
respective responsibilities as well as to 
their experience in the business. We 
think it significant, however, that all of 
these qualities were known to petitioner 
on August 26, 1947 when the salary 
plan was determined. These men had 
been in the packing business for many 
years and the scope and character of 
the services anticipated were well 
known. 

“We are likewise unimpressed with 
the argument that because the salaries 
were disproportionate to stockholdings 
they cannot be considered in lieu of 
dividends. Obviously, payment of 
salaries in proportion to stock owner- 
ship would have been a glaring admis- 
sion that the alleged salaries were simply 
a distribution of profits. Similarly, the 
fact that the Clemens brothers paid 
themselves less than they had authority 
to do under the resolution does not 
make the salaries which they paid them- 
selves any the less excessive. Neither are 
we impressed by the fact that during 
the three taxable years involved fixed 
assets used in the production and de- 
products increased 
$90,000 for at the same time petitioner 
was paying its officers more than three 
times that amount in salaries. 

“The record is completely devoid of 
any evidence of salaries paid for like 
services by comparable corporations. 
Likewise no evidence was presented by 
the petitioner as to what part, if any, of 
the increase in its sales was due to the 
peculiar achievements of its officers 
rather than to the lifting of the various 
government regulations. That fact is 
not without significance, particularly 
since petitioner was financially success- 
ful and its products enjoyed an excel- 
lent reputation prior to the acquisition 
of its stock by the Clemens. Further- 
more, there is no evidence from which 
we might determine that the four 
brothers had received substantial sala- 
ries in the past. 

“It does not appear that respondent 
has failed to consider the experience, 
ability, and industry of petitioner’s offi- 
cers in allowing the major portions of 
the amounts claimed as deductions for 
officers’ salaries in the fiscal years 1948, 
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1949, and 1950. Accordingly, as peti- 
tioner has failed to meet its burden of 
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proof we hereby sustain the deficiencies 
as determined.” * 





Business reimbursement tax- 
able as income. Taxpayers received 
$28,000 from a corporation which they 
controlled; they claimed that it was a 
reimbursement of business expenses. In 


expense 


the absence of proof that the money 
was used for business purposes, the 
$28,000 was held to be includible in 
the taxpayers’ income with no offsetting 
deductions. Zukin, DC Calif., 10/3/55. 


Divorced husband failed to prove he 
paid more than half of his children’s 
support. Taxpayer was in the unfor- 
tunate position of having to rely upon 
the testimony of his divorced wife for 
proof of the total amount expended in 
maintaining his children who lived with 
her. He failed to prove that he pro- 
vided more than one-half of their sup- 
port. Dependency exemptions were de- 
nied. Sijan, TCM 1955-287. 


No dependency exemptions for German 
exchange students. German students 
placed in American homes under an 
exchange program for a temporary pe- 
riod of one year are not residents of 
the U.S. and therefore cannot qualify 
as dependents. Rev. Rul. 55-653. 


Separation agreement held incident to 
divorce. A husband and wife entered 
into a separation agreement. The agree- 
ment did not refer to a possible divorce 
in any way because the wife was op- 
posed to a divorce. Nevertheless, the 
husband promptly obtained a Florida 
decree. The Tax Court held that there 
was no “mutuality of intent” in the set- 
tlement agreement and it was not, there- 
fore, incident to the divorce. The Ap- 
peals Court reversed; payments are de- 
ductible by the husband and taxable 
to the wife whenever a legal obligation 
to support, evidenced by a written 
agreement, survives the divorce. Holt, 
CA-2, 10/25/55. 


Interlocutory divorce decree does not 
prevent joint return. Taxpayers were 
separated in 1951 under a California 
interlocutory divorce decree. They 
originally filed separate returns for the 
year, but later filed a joint return and 
sued for the resulting refund. The Court 


held for the taxpayers on the authority 
of the Marriner Eccles case; the inter- 
locutory decree did not dissolve the 
marriage. Holcomb, DC Calif., 10/24/ 


55. 


Decedent didn’t own insurance; only 
part which he paid for taxed. [Ac- 
quiescence.] Under the terms of a 
property settlement, subsequently made 
part of the divorce decree, decedent 
agreed to keep in force insurance of 
$50,000 payable to his ex-wife or three 
children. Particular policies were not 
specified; for this reason, the Commis- 
sioner asserted that the decedent re- 
tained ownership of the policies. The 
Court held that the parties intended 
two specific policies to be applied to the 
agreement, the ex-wife had an equitable 
interest in them and the insurance com- 
pany, being informed of the agreement, 
was probably also bound to recognize 
her. In total, 23 premiums were paid 
(from 1926 when policy was issued to 
1949 when decedent died; eight were 
paid after Jan. 10, 1941). Therefore, 
8/5, of the proceeds are includible. 
(This amounts to some $17,000.) The 
premiums prior to 1/10/41 are excluded 
because decedent’s right of reversion 
(if he should survive wife, children and 
issue) was less than 5% of the value of 
the policy. Bowers Estate, 23 TC No. 
114, acq. IRB 1955-40. 


PERSONAL EXPENSES 


“Away from home” expenses allowed to 
plumber on temporary jobs. Taxpayer, 
a plumber whose home was in Penn- 
sylvania, was allowed to deduct meals 
and lodging for 41 weeks in the tax- 
able year while on temporary construc- 
tion jobs in Delaware, Wash., D. C., 
and New Jersey. Stegner, TCM 1955- 
276. 


Mail carrier can deduct auto expenses 
for adjusted gross income. A rural mail 
carrier using his automobile for deliv- 
ery of mail should include his car mile- 
age allowance in gross income, and is 
entitled to deduct his actual auto ex- 
penses in arriving at adjusted gross in- 


come. Rev. Rul. 55-637. 





Judge must live in election district; 
can deduct travel to court. [ Acquies- 
cense.] Taxpayer was an elected judge 
of the Circuit Court of Indiana and was 
required to live in the district from 
which he was elected. Consequently 
he may deduct the cost of travel to his 
court in the state capitol. Fisher, 24 
TC No. 31, acq. IRB 1955-36. 


Judges’ traveling expenses away from 
home deductible. Taxpayers were 
judges of the Supreme Court of In- 
diana. According to the State Consti- 
tution and law, they had to reside in 
the district from which they were 
elected. They traveled to the court 
building and offices in Indianapolis. 
They claimed as deductions their trav- 
eling expenses and the costs of their 
meals and lodging while in Indianapolis. 
The court found that, because of the 
constitutional requirement, their tax 
home was where they resided and the 
claimed expenses qualified as traveling 
expenses away from home in carrying 
on their business. The expenses were 
deductible for one of the taxpayers, 
even though he lived close enough to 
Indianapolis to travel back and forth 
each day. Emmert, DC 
9/9/55. 


Indiana, 


Royalty payments are neither “retire- 
ment income” nor “earned income.” For 
purposes of the retirement income 
credit, royalty payments received by 
an author for his copyrights are not “re- 
tirement income” nor “earned income.” 
However, if the author has contracted 
with the publisher to furnish literary 
material on a certain subject for a stip- 
ulated fee plus a percentage of income, 
the royalty payments would constitute 
“earned income.” Rev. Rul. 55-636. 


Payments for purchase of medical prac- 
tice are nondeductible. Taxpayer, a 
doctor, purchased a medical practice 
from the widow of a deceased practi- 
tioner. He agreed to pay her $13,000 in 
10 annual installments. The payments 
are not deductible as business expenses 
for services rendered by the physician’s 
widow. The services were incidental to 
the sale. Meurlin, 25 TC No. 19. 


Settlor of irrevocable trust may deduct 
charitable remainder interest. The pres- 
ent worth of the remainder interest pass- 
ing to charity is deductible by the donor 
in the taxable year in which the prop- 
erty is transferred to the trustee; the 





S- 


ng 
ng 


rs, 

to 
th 
1a, 


uct 
es- 
\SS- 
10r 
op- 
the 





We need to “‘ventilate”’ 
tax practice 


THE LATE J. K. Lasser impressed 
upon us the need for a greater in- 
terchange of knowledge and experi- 
ence, what he called “ventilating” 
tax practice. I would say that ac- 
counting practice needs ventilating °* 
too. We need more extensive publi- 
cation of experience and case studies 
along the line that the lawyers so 
extensively have available in court 
decisions, and the doctors so much 
in their varied array of professional 
journals. We really each must recog- 
nize a responsibility to the profession 
in more disclosure, more writing of 
our problems and what we have done 
with them. . . . Arthur M. Cannon. 











settlor reserved the income for his life 
but provided that capital-gains divi- 
dends received by the trustee can be 
distributed as income or added to 
corpus. This possibility does not affect 
the valuation of corpus. Rev. Rul. 55- 
620. 


DEDUCTIONS 


Married man may be “head of a 
family.” Taxpayer lived with and sup- 
ported his wife and minor daughter. 
He incurred medical expenses for his 
daughter and, on a separate return, de- 
ducted $2,500 for it. The Revenue Act 
of 1942 limited the deduction to $1,250 
except in a joint return or the return of 
a “head of the family.” The govern- 
ment contended that the taxpayer could 
not qualify as “head of a family” be- 
cause he was living with his wife and 
could have filed a joint return. The 
court held for the taxpayer. The law 
does not define “head of a family” and 
the taxpayer’s position is consistent with 
a Treasury regulation and ruling deal- 
ing with the question. Under the 1954 
Code a person may not qualify as head 
of a household if he is married or is a 
“surviving spouse” at the end of the 
year. Engel, DC N.Y., 10/19/55. 


Election to use standard deduction ir- 
revocable under old law. Taxpayer in 
1949 had gambling gains of $950 and 
gambling losses in at least the same 
amount. In his return for that year, he 
elected the standard deduction and 
omitted both the gains and losses. On 


audit, the gambling gains were added 
to income. Taxpayer was not permitted 
to claim specific deductions of his gam- 
bling losses as the election to take the 
standard deduction was _ irrevocable. 
(Under present law the election is 
revocable within the period of limita- 
tions. Ed.) Johnston, 25 TC No. 17. 


Reliance on unqualified advisers no ex- 
cuse for failure to file declaration. Tax- 
payers were held liable for failure to 
file a declaration of estimated tax for 
1950. The fact that they relied on the 
advice of an accounting employee in 
the firm or on the advice of an IRS em- 
ployee who helped prepare their 1949 
return did not constitute “reasonable 
cause” in the absence of a showing that 
either employee was properly qualified 
to render the advice sought. Jaeger, 
TCM 1955-285. Failure to file a declara- 
tion of estimated tax was not excused 
because of the taxpayer’s impressions 
that if his earnings for 1951 were re- 
ported by 1/15/52, he would be com- 
plying with the law. Nor did the fact 
that the taxpayer’s principal source of 
income was from a calendar-year part- 
nership constitute reasonable cause for 
the failure to file. Fischer, 25 TC No. 
16. 


You can’t always rely on your tax man! 
Reliance upon an accountant did not 
excuse failure to file a declaration of 
estimated tax. Taxpayer regularly re- 
ceived income over $50,000 for a num- 
ber of years, had filed declarations in 
prior years, and anticipated no mate- 
rial change in his income in the taxable 
year. The accountant, a CPA and 
attorney, reviewed taxpayer's affairs 
(largely 1949 liability) with him early 
in 1950 but said nothing about an esti- 
mate for 1950. Penalty (about $2,500) 
upheld. The court said, “Under cir- 
cumstances such as existed here, where 
the taxpayer has regularly received sub- 
stantial taxable income for a number of 
years and has been accustomed to file 
declarations of estimated tax, where he 
anticipated no material change in the 
sources and amounts of his income and 
was fully aware of the requirement for 
filing a declaration, his failure to file a 
declaration of estimated tax for the 
year involved cannot be excused on the 
ground that he relied on an accountant. 
. . . The mere placing of a tabulation 
of his books and records in the hands 
of his accountant and thereafter giving 
no more of his personal attention to the 
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question of the filing of required re- 
turns does not appear to us to be the 
exercise of ordinary business care and 
prudence.” Coates, TCM 1955-280. 


Compensation based on corporation’s 
ability to pay disallowed in part. Tax- 
payer was owned and operated by four 
brothers. The court found that the 
taxpayer did not sustain the burden of 
proving the reasonableness of their sal- 
aries. The Commissioner had asserted 
that the salaries were in part a distribu- 
tion of earnings and disallowed from 
$5,000 to $12,000 paid each brother 
in each of three years. The amounts 
allowed were from $13,000 to $19,000. 
Hatfield Packing Co., TCM 1955-264. 


Substantial underestimation penalty im- 
posed. Taxpayer was late in paying his 
third and fourth quarterly installments 
of estimated tax. The estimate was 
made in good faith on the basis of the 
prior year’s income, but apparently did 
not amount to 80% of the current tax. 
The court held that the non-payment of 
the installments made the penalty for 
substantial underestimation mandatory. 
Penalty is avoided only if estimated 
tax based on the prior year’s income is 
paid. Johnson, DC Oklahoma, 9/12/55. 


Penalties for failure to file estimates 
cease on due date. Since the estimated 
tax installments remain due and pay- 
able only until the due date of the 
return, at which time the tax imposed 
becomes due and payable on the basis 
of a final return rather than an estimate, 
additions to the tax under the 1939 
Code for failure to file an estimate 
cease to accrue on the date the tax is 
paid or the date prescribed for pay- 
ment of the tax, whichever is earlier. 
Rev. Rul. 55-673. 
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The 1956 form DATA FOR INDIVIDUAL 
INCOME TAX increases the profits and ef- 
ficiency of your office. With these forms 
your clients can assemble for you most of the 
daia necessary to complete their tax return. 
Your time and your client's time are saved; 
the form suggests deductions that might be 
overlooked. Most of the data can be 
transcribed directly to the tax form. 

Accountants and clients welcome this 
time-saver. Try this form and see how it 
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How the growth of favored tax treatment 


affects taxpayers and practitioners 


by WALTER J. BLUM 


Our tax law and regulations are honeycombed with special provisions allowing 


reductions in tax liability for one or another specially favored group. Each succeed- 


ing year these special groups become more numerous. This can have serious effect 


on willingness of taxpayers in general to pay their taxes, and it tends to put the tex 


practitioner in the position of a lobbyist for his clients. It also makes accurate de- 


termination of tax liability more difficult, with consequent effects on taxpayer 


morale, and the nature of the tax practitioner's work. It also limits the number of 


lawyers and accountants who are capable of doing good tax work. 


ryxO DISCUSS PREFERENTIAL or special 
I provisions under our income tax, it 
is first necessary to define them. This is 
difficult, in part because taxpayers who 
benefit from special provisions in the 
law and regulations commonly insist 
that these do not give them an advan- 
tage over the rest of the taxpaying pub- 
lic, but merely put them on a par with 
everyone else by recognizing that their 
situations are in fact somewhat different. 
Thus it can be made to appear that no 
provision in the law prefers any tax- 
payer and that all special legislation 
merely adjusts for special circumstances. 
‘To avoid this dead end the problem of 
determining what provisions result in 
preferential treatment must be separated 
from the problem of deciding whether 
such preferences are justified. 

While theorists may argue about what 
constitutes preferential treatment, so- 
phisticated taxpayers have not experi- 
enced a similar difficulty. Instead they 
have been guided by this single princi- 
ple: It is more advantageous to accu- 
mulate wealth or enjoy personal con- 
sumption in ways calling for the pay- 
ment of less total income tax than if the 
savings and consumption were financed 
only by money received in the form of 


ordinary income and if that money were 
spent on consumption or saved only in 
ways which did not give rise to deduc- 
tions fer tax purposes. There is no rea- 
son why we should depart from this 
realistic principle. Legislation is prefer- 
ential to the extent it allows any tax- 
payer to accumulate wealth or enjoy 
personal consumption without paying 
the full tax. And the full tax is that 
which would be due if ali of the tax- 
payers economic enhancement were 
financed by cash received as ordinary 
income and if he did not qualify for any 
nonbusiness deduction or extraordinary 
exemptions or credits in the course of 
saving or spending his income. 


Who is not privileged? 


The wholly nonpreferred taxpayer 
thus is the man who receives everything 
in fully taxable forms, who satisfies his 
personal consumption and accomplishes 
his savings in nondeductible ways, and 
who does not otherwise qualify for 
special exemptions or credits. To the 
extent that any taxpayer fares better 
than this yardstick he is being preferred. 
In this sense, many if not most taxpayers 
today enjoy some degree of preferential 
treatment under the law. But this does 





yardstick, 


not impair the utility of the 
for it nevertheless puts us in a position 
to know precisely how much and in 
what respects various taxpayers are be- 
ing preferred. Such information is just 
what is needed before starting to discuss 
the consequences of special legislation. 


What is tax fairness? 

In my opinion the primary case for 
or against any preferential provision 
should turn on its impact on the fairness 
of the distribution of the income-tax 
burden. There should be a strong pre- 
sumption that it is fairer to treat any 
receipt which is capable of financing a 
dollar of savings or consumption like 
every other dollar received, to treat 
every dollar spent on personal consump- 
tion like every other dollar so spent, and 
to treat every dollar saved like every 
other dollar saved. The dollar is a com- 
mon denominator for measuring the rela- 
taxpayers. When 
differentiate taxwise between dollars on 


tive incomes of we 
the basis of how they were received, or 
how they were spent on personal con- 
sumption, or how they were saved, we 
undermine the common unit of measure. 
As this happens it becomes increasingly 
difficult to form reasoned judgments as 
to whether the income-tax burden is be- 
ing distributed fairly. We have yet to 
discover a substitute for the dollar as a 
common denominator in measuring 
ability to pay income taxes. 

The case for many preferential provi- 
sions often is rested heavily on grounds 
of some asserted public policy, usually 
economic policy. There should be a 
strong presumption against subsidizing 
a particular economic activity through 
the income-tax When 
focuses attention on a particular eco- 


system. one 
nomic activity it is only too easy to con- 
clude that it should be encouraged. Of 
course there is a great deal to be said 
for encouraging the production of, say, 
oil; and of course a comfortable supply 
of oil is important for national defense. 
But in our society there is also a lot to 
be said for encouraging virtually every 
kind of legitimate investment and enter- 
prise; and the production of many dif- 
ferent commodities is important for na- 
tional defense. The preferred treatment 
of one economic activity necessarily 
translates itself into a penalty on those 
not favored. For this reason, in legislat- 
ing taxes it is especially important not 
to confine attention to any particular 
activity but to consider the whole of our 
economic system. And even if it be de- 





cided to subsidize a certain activity, we 
should be hesitant about administering 
the subsidy by way of a tax preference. 
Subsidies in this form vary directly in 
amount with the tax brackets of the 
recipients; they are invariably hidden in 
technicalities of the tax law; they do not 
show up in the budget; their cost fre- 
quently is difficult to calculate; and 


their accomplishments are even more 


difficult to assess. Partly for these very 
reasons they are likely to become fix- 
tures which are not easily removed. 

The consequences with which I shall 
deal are not unimportant. Anything 
which has a bearing on the morale of 
taxpayers and their advisers deserves 
attention because it may have an im- 
pact on the health and strength of our 
income-tax system. 


Special provisions complicate 

Probably the most nearly universal 
quality of preferential provisions is that 
they complicate the job of determining 
the proper amount of tax to be paid. 
To create a preference the law must 
draw a distinction between that which 
is and that which is not to be accorded 
the special benefit. Thereafter this dis- 
tinction becomes relevant in computing 
the tax liability of anyone who possibly 
might qualify for the preference. If a 
taxpayer wants to take advantage of 
every preference to which he is entitled 

and it is right that he should do so, 
regardless of how many dollars are in- 
volved—attention will have to be paid 
to the applicability of each special pro- 
vision for which he conceivably might 
qualify. 

Thus, preferential provisions place a 
burden on the community as a whole. 
Those taxpayers who attempt to make 
out their own returns will obviously 
have to devote more time and effort to 
this task. Each added distinction, more- 
will afford additional occasions 
for error, and it therefore is to be ex- 


over, 


pected that the total volume of mistakes 
will increase. At the same time the in- 
creased complexity of the tax is likely 
to cause larger numbers of taxpayers 
to seek expert assistance, either from 
government officials or from _ private 
practitioners. It has been argued that 
wider use of private tax experts is de- 
sirable because errors would thereby be 
avoided and the workload of the Reve- 
nue Service would correspondingly be 
reduced. No doubt numerous errors 
would be eliminated, but it would not 


be surprising to find that many who now 


hold themselves out as tax experts ac- 
tually add to the burden of the Revenue 
Service in the course of trying to show 
their patrons how useful they are in 
minimizing tax assessments. In some 
circles a tax expert is little more than 
one who thinks he knows how to cut 
the corners. But even if all tax experts 
were more mindful of the revenues, it 
seems clear that on balance the net 
effect of additional complexity in the 
law can only be to increase the total 
cost of administration to the individual 
taxpayers, or the government or both. 


Hostility of taxpayers 

Preferential provisions may also cause 
some taxpayers to become _ hostile—a 
potentially dangerous attitude in a sys- 
tem which depends to a high degree 
on voluntary cooperation by the public. 
Such resentment can develop in a num- 
ber of ways. A taxpayer simply might 
react against having to turn to a pro- 
fessional in making out a return, or he 
might rebel when he discovers that at 
some past time he did not obtain the 
benefit of a special provision because 
its complexities resulted in his failure 
to understand its application, or he 
might become upset in finding that a 
preferential rule just barely misses fit- 
ting his case, even though his situation 
seems to him to be indistinguishable 
from others covered by it. This latter 
occurrence is more likely when, as is 
often the case, the theory behind the 
preferential provision is not obvious or 
where the line which it draws is largely 
arbitrary. Resentment may come about 
in a more indirect fashion. Special pro- 
visions which are widely publicized 
and usually associated with wealthier 
taxpayers (such as those concerning 
percentage depletion and capital gains) 
might lead people to 
greatly the amount of taxes generally 
paid by those with high incomes. Dis- 
content flowing from this kind of mis- 
understanding can be particularly seri- 


underestimate 


ous. Since it goes to the fairness or un- 
fairness of the distribution of the whole 
income-tax burden, it might take hold 
deeply and be contagious. 

The complexities of the law, aided 
perhaps at times by accompanying feel- 
ings of hostility, may encourage some 
taxpayers to relax their consciences in 
assessing themselves. Probably in most 
instances such a result is due merely to 
the usual give-yourself-the-benefit-of- 
the-doubt attitude. But in some cases 
it seems to have more disturbing roots. 
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We have heard about taxpayers who 
knowingly winked at the law because 
they thought that a special relief provi- 
sion should in all justice have been 
written more broadly to cover their cir- 
cumstances. We have known of tax- 
payers who deliberately erred and ex- 
cused themselves on the ground that 
their friends were in a position lawfully 
to take advantage of some special pro- 
vision which did not quite reach their 
case. And there has been talk of tax- 
payers who willfully erred because they 
figured that a preferential provision 
would be too complicated for the 
government to police effectively. 

This is not to say that the preferential 
features the have en- 
gendered wholesale resentment or 
cheating by taxpayers. It is likely that 
many of those who are now discon- 
tented or are inclined to cheat would 
be that way in the absence of special 
provisions. But preferences tempt tax- 
payers, and invite them to be 
gruntled about the income tax. 

Other considerations enter the picture 
when we center attention on the sophis- 
ticated taxpayer 


now in law 


dis- 


who is _ personally 
knowledgeable taxwise or who regularly 
receives counsel in tax 
matters. The most glaring is that prefer- 
ential provisions usually result in time 
and talent being devoted by the princi- 
pals and their advisers to planning de- 
signed to maximize the tax benefits. 
There probably is no way of reasonably 
estimating the quantity of energy which 
has been spent this year in manufactur- 
ing capital gains, splitting income, de- 
ferring income, and so forth, but surely 
the total must be tremendous. To the 
effort given over to such planning must 
be added that devoted to learning the 
ropes and to transmitting the know-how 
to others in the field. In these days there 
might be more than well-meant humor 
in the warning that the golden oppor- 
tunity of this decade could be lost to us 
because our top talent was consecrating 
itself to the invention of new and better 
capital gains. 


professional 


Evils of tax planning 

Tax planning, which eventually rests 
on preferential provisions, not only con- 
sumes time and skill but it can also have 
the effect of channeling transactions 
into molds which are wasteful or other- 
wise undesirable. This might be true 
from two distinct points of view. The 
individual taxpayer himself might not 
have set up the transaction as he did in 
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the absence of the tax benefit. Often a 
tax-conscious person is willing to ar- 
range business transactions, or invest- 
ments, or family estate plans in a rela- 
tively inefficient manner because the 
tax advantages thereby gained seem to 
make the inferior plans worthwhile. In 
effect the preferential rules subsidize 
particular forms or practices. From the 
view of society as a whole, the resulting 
arrangements might be less desirable 
than alternatives which would have pre- 
vailed if the tax inducements had not 
been present. And the very fact that 
tax considerations tend to freeze trans- 
actions into rigid patterns may be a loss 
to a society which develops and moves 
forward through experimentation. Un- 
fortunately it is only future generations 
who will be in a position to gage the 
extent of such a loss. 

In inviting tax planning, preferential 
provisions also multiply the volume of 
litigation and of controversy at the ad- 
ministrative level, and thus are a further 
drain on the talent resources of our 
society. Virtually all statutes of course 
require interpretation and application, 
and the doubtful points must be re- 
solved by administrators or courts or 
subsequent legislatures. But a tax statute 
is especially likely to be fruitful in this 
respect since dollars turn on every sub- 
stantive distinction it draws. There will 
always be some persons (and no criti- 
cism of them is intended) who will seek 
to probe for the limits of a tax rule in 
their favor; to a large degree, tax plan- 
ning for these taxpayers consists in ar- 
ranging their affairs so as to come as 
close as possible to these limits without 
crossing over them. Such efforts con- 
tinually put the statutory language into 
issue and thus call for administrative 
When a 
preferential rule is added to the statute, 


or judicial determinations. 


_it usually provides another area within 


which this process can go on anew. 
While the capacity of a special provi- 
sion to produce controversy varies with 
its nature, those now in the law cer- 
tainly have left, and are still leaving, a 
monumental trail of controversy in their 
wake. 


No limit to special provisions 


The evolution of our present income- 
tax statute is powerful testimony that 
there is no inherent limitation on the 
development of preferential provisions. 
On the contrary, it seems patent that 
one special enactment breeds pressures 
for others, especially among sophisti- 


January 1956 


cated taxpayers and their counselors. 
At any time in recent years it would 
have been easy to locate hundreds of 
preferential proposals which were with 
varying degrees of intensity being 
readied for presentation to Congress. 
In most instances the proposal in some 
respect copied a preferential provision 
already in the law; and usually the chief 
argument advanced in its behalf was 
that some other taxpayers already were 
enjoying a comparable benefit. This is 
a contention which any legislator will 
find hard to ignore or resist since our 
generally accepted major premise of tax 
justice is that equals should be treated 
equally. But the very fact that the argu- 
ment frequently is persuasive serves to 
underscore why preferential provisions 
have a propensity to multiply. No mat- 
ter how compelling the case for special 
relief may be in one situation, there will 
almost always be other taxpayers who 
can demonstrate that their situation is 
comparable if not identical. Congress 
then has two avenues for treating equals 
equally: it can revoke the preference 
which it has already granted or it can 
give a comparable preference to those 
in comparable situations. No great re- 
search is needed to show which of these 
ways is likely to be chosen. We all know 
that there is a reluctance to withdraw a 
preference once granted, that a sudden 
revocation might disturb plans made in 
reliance upon it, and that the unraveling 
process might itself cause new compli- 
cations and discriminations. A legisla- 
tor’s freedom of action is thus hedged 
about by the largess or sympathy or mis- 
takes of his predecessors in office. But 
nevertheless there can only be one of 
two results if the original preferential 
treatment is retained in the law. Either 
the pleas of taxpayers with comparable 
cases will have to be turned down, or 
comparable preferences will have to be 
written into the statute. 

It is generally agreed that simplifica- 
tion of the income tax is a goal to which 
we should aim. Simplification may well 
mean different things to different per- 
sons. It should be obvious, however, 
that a compounding of preferential 
provisions must in the long run serve to 
increase the complexity of the tax. Con- 
versely, real simplification can be 
achieved only through the elimination 
of preferences now in the law. 


Effect on tax advisers 


Some mention has already been made 
of the impact of preferential provisions 





upon professional tax advisers—that is, 
lawyers and accountants. It is clear that 
as the law grows in complexity, more 
taxpayers consult them and they work 
under heightened pressure to arrange 
for their clients the maximum tax ad- 
vantages available. Moreover, as special 
legislation expands in volume, the pro- 
fessional adviser tends increasingly to 
become a lobbyist on behalf of his 
clients. These happenings have not been 
without consequences for the profes- 
sions involved. 


General practitioner loses out 

It has repeatedly been observed in 
recent years that the general lawyer or 
accountant is often no. longer in a posi- 
tion to supply adequate advice on tax 
matters. Gradually a more or less well 
defined group of tax men has been 
emerging to cope with the complexities 
of our tax system. It may be questioned 
whether this development is of itself 
desirable or whether it is inevitable in 
a society which is almost everywhere 
putting a premium on specialization. 
Whatever be one’s opinions on these 
issues, the fact is that the creation of 
the tax specialist itself represents 
another major cost of the tax system 
for our society. Furthermore, this de- 
velopment has affected taxpayers as a 
whole because for many years the usual 
lag in the production of competent 
specialists existed. There is abundant 
evidence that many taxpayers received 
inadequate tax advice at a time when 
general practitioners were not in a posi- 
tion to master the complexities accom- 
panying the special provisions, and 
when specialists were either not avail- 
able or their role was not recognized. 
In effect a whole range of new discrim- 
inations could be said to have come into 
existence between taxpayers who did 
and those who did not or could not 
obtain competent advice. 

The development of a group of tax 
specialists has paralleled and perhaps 
has affected the role of the professions 
in tax legislation. To what seems to be 
an increasing extent, members of the 
tax bar have become special pleaders 
for preferential legislation on behalf of 
their clients. In and of itself such ac- 
tivity calls for no reproach. Through 
the years in many situations lawyers 
have traditionally served their clients 
in presenting views to the legislature, 
and this is entirely proper in the tax 
field even though in the end it may turn 
out that tax lawyers are incidentally the 





prime beneficiaries of an increase in 
preferential tax rules. Lately, however, 
leaders of the tax bar themselves have 
begun to express uneasiness that many 
of their fellow specialists have moved 
so far in the direction of special plead- 
ing that they are in danger of losing all 
capacity to judge proposed legislation 
objectively from the point of view of 
our tax system as a whole. Such an oc» 
currence would indeed be a significant 
loss. A high degree of skill is required 
to write our tax laws and regulations 
in a sound manner, and the available 
supply of talent is definitely limited. If 
any large share of it were indifferent or 
actively hostile to the public interest, or 
if, as some have cynically predicted, the 
organized tax bar became an organized 
taxpayers’ lobby, it is certain that our 
tax system would suffer. 

While there is no way of demonstrat- 
ing decisively that the attitude of tax 
men toward legislation has been affected 
by the high incidence of preferential 
enactments, it appears most likely that 
the two things are related. Surely the 
successes of special pleading in the past 
have encouraged further efforts along 
the same line. Certainly the ease or 
strategems with which various prefer- 
ences were secured has caused not a 
few tax men to become cynical about 
notions of justice in taxation. The very 
fact that Congress has frequently been 
willing to overturn Supreme Court in- 
terpretations of the statute favorable to 
the government has itself augmented 
this attitude. It is indeed a sad com- 
mentary on our system to have leading 
taxmen confidently boast that, “If we 
can’t win in court, we can always win 
in Congress.” 

In brief, the pyramiding of prefer- 
ential provisions in our tax law is slowly 
but surely likely to make inroads on the 
public morality of professional tax men. 
Of course, it will not directly influence 
them to countenance loose practices or 
wink at frauds on the revenues. It is 
very likely, however, to weaken their 
will to serve the public interest and to 
undermine their convictions about the 
justice of our system. What this might 
eventually lead to is anyone’s guess. But 
it is safe to predict that the cynicism of 
tax advisers is almost certain to be com- 
municated to their clients and to infect 
them as well. 


Administration is burdened 


Preferential provisions might also 
have an effect on taxpayer morale 


through their impact on the administra- 
tion of the tax law. It has already been 
noted that the complexities introduced 
by the accumulation of special provi- 
sions in the law greatly burdens the 
administration of the income tax. Tax- 
payers on the average are more likely to 
request assistance from revenue 
officials; controversy and litigation are 
almost certain to expand; and there is 
virtually bound to be an increase in 
errors committed by taxpayers. More- 
over, the revenue officials will be in 
need of more extensive training so as to 
be able to advise taxpayers and properly 
administer the provisions. As profes- 
sional tax counselors become more 
specialized, their counterparts in 
Government service are likely to feel 
pressure for comparable specialization. 
And, as the number of distinctions 
drawn by the law increases, the lag in 
learning is apt to be experienced inside 
of Government service as well as by 
tax men on the outside. The difficulties 
for the taxpayer resulting from this will, 
therefore, be compounded. 


Effect of decline in enforcement 


All of these items have one thing in 
common: They tend to divert the drive 
of revenue officials away from the 
central task of checking up on the accu- 
racy of returns and taxpayer compliance 
with the law. Unless the size and quality 
of the administrative staff is kept abreast 
of the additional workload generated 
by special provisions, a vicious cycle 
can be set into operation. As enforce- 
ment proficiency declines, more and 
more taxpayers get by with improprie- 
ties in their returns. This in turn encour- 
ages them to repeat or enlarge their 
questionable practices and, as word gets 
around, tempts others to follow suit. 
The result is likely to be an even heavier 
handicap for the administrators, coupled 
with a shrinking chance that the im- 
proprieties of taxpayers will be de- 
tected. And so the administrative proc- 
ess is in danger of running downhill 
steadily, and increasingly great efforts 
will be required to convince the tax- 
paying public that the Revenue Service 
had stepped up its enforcement activi- 
ties to close the breach. 


Examples of chiseling 


That this unpleasant picture of tax- 
payer response to ineffective administra- 
tion is not mere fancy is shown by some 
reactions to new preferential provisions 
introduced by the 1954 code. To many 
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tax men, for example, it is a familiar 
story that not a few taxpayers last year 
helped themselves to an undeserved 
retirement-income credit because they 
reasoned that it would be years before 
the Revenue Service would be in a 
position effectively to police the provi- 
sion. Others for the same reason know- 
ingly enlarged the dividend credit to 
which they were entitled by showing 
a relatively larger portion of their divi- 
dends as having been received in the 
months that counted for the credit. 
Whether the total of such indiscretions 
is large or small is beyond the immedi- 
ate point. The fact is that in the 
thoughts of some taxpayers the effi- 
ciency of administration was down- 
graded because of the new complica- 
tions in the law, and these views have 
been and are being spread to others. 


Conclusion 


These, then, are some of the second- 
ary consequences affecting the morale 
of taxpayers which might stem from the 
adoption of preferential provisions. 
That they could have a bearing on the 
health and strength of our income tax 
is patently clear. It is also plain that, 
despite the large number of special pro- 
visions which have found their way into 
the law, these consequences have not 
yet appeared in alarming proportions. 
This is high testimony to the ability of 
our income-tax system to absorb con- 
siderable punishment before it reaches 
the danger point. If we could be sure 
that we have seen the end of the growth 
of special legislation, the secondary con- 
sequences perhaps could be regarded 
as unimportant and attention could then 
be confined to the merits of the special 
provisions now in the law. But one of 
the secondary consequences, as we have 
seen, is the propensity of preferential 
provisions to produce progenies. Should 
preferential legislation continue to 
mushroom in the future as it has in the 
past, the secondary consequences could 
seriously impair the workings of our 
income-tax system. From our vantage 
point of today, it would be highly im- 
prudent to overlook them. vw 


[Mr. Blum is professor of law at the 
University of Chicago, and a well- 
known writer on taxation. The forego- 
ing article is drawn from a paper written 
by Mr. Blum for the hearings conducted 
early in December by the Sub-Com- 
mittee on Tax Policy of the Joint Com- 
mittee on the Economic Report.] 
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An idea on how to get tax-free dividends 
through the use of life insurance 


\ TE RECENTLY recommended use of 
the following plan to get 

out of a corporation with no tax cost. 
Take these facts. 

The president of a closely-held cor- 
poration is carrying $200,000 of life 
insurance on his life, payable to his 
wife. It has a present cash surrender 
value of $80,000. He is carrying it pri- 
marily for purposes of liquidity; he 
wants his wife have funds with which 
to pay estate taxes and avoid liquidat- 


money 


ing stock in his company. 

Our corporate president has probably 
been plaguing his tax advisers for ways 
of getting money out of his corporation 
at capital gains rates. They have been 
studying Section 302 to see if there is 
any possibility of doing so without giv- 
ing the business to total strangers after 
rendering it practically insolvent. He 
hasn’t wanted to cash his insurance be- 
cause it is the only source of funds for 
paying estate taxes. His insurance agent 
has urged him to convert it to paid up 
insurance, and have his wife take an 
equal amount out on his life. In this 
way it will not be subject to estate 
taxes. But maybe he is uninsurable and 
maybe his old insurance has much more 


‘generous annuity features than new in- 


surance. And he cannot get very en- 
thusiastic about buying new insurance 


at much higher rates. 


Sell the insurance 


Why not sell this insurance to his 
corporation for its cash surrender value? 
The corporation has the beneficiary 
changed to itself, and continues to pay 
the premiums. On his death it will use 
the funds to purchase some of his stock 
from the widow. Let us consider the 
tax effects of this transaction. 

Prior to the Revenue Code of 1954, 
such a transaction was feasible, but 


there would be a substantial income tax 
to pay on the death of the insured. 
Under Section 101 of the new Code, 
however, this tax is expressly not ap- 
plicable in the case of insurance ac- 
quired from a stockholder. Where the 
exception is not applicable, the tax is 
on the difference between the proceeds 
and the cost of the insurance, which in- 
cludes premiums paid subsequent to 
acquisition. 

Actually, the stockholder can sell his 
stock for something more than the cash 
surrender value. Assume that the policy 
was taken out when the insured was 
forty, and the rate was $20 a thousand. 
He is now fifty-five, and the rate is $50 
a thousand. Obviously, the insurance is 
worth more than its cash surrender 
value, because you can’t get insurance 
on a fifty-five year old man at $20 a 
thousand. One way of valuing this ex- 
cess is to determine first, how much 
insurance can be bought at the actual 
premium rate of the policies on a man 
aged fifty-five. In this case it would be 
about two-thirds of the face, or $80,- 
000. Add to this the paid-up value rep- 
resented by the cash surrender value, 
which, in this case we will assume to 
be $100,000. Then determine the cost 
of a single premium policy for the dif- 
ference—$20,000. The cash surrender 
value, plus the amount of the single 
premium, would represent the true 
value of the policy. The Internal Rev- 
enue Service prescribes the use of the 
“interpolated terminal reserve” in de- 
termining the value of a policy for gift 
tax purposes. In the case of a sale or 
exchange, however, the replacement 
cost is prescribed. See Rev. Rul. 54-264, 
1954-2, C. B. 57. It is best to have the 
insurance company make the computa- 
tion for you. 

The corporation will show the cost 





of the insurance as an asset on its bal- 
ance sheet. It cannot deduct the pre- 
miums paid as a business expense, but 
will, presumably, be able to add almost 
the full amount of each premium to the 
cash value, since the older the policy, 
the larger the proportion of premium 
which goes into cash value. There will 
be no tax to the corporation when it 
collects the proceeds. Assuming the cor- 
poration buys the stock at its estate tax 
value, and the transaction qualifies un- 
der Section 303, there will be no income 
tax to the estate. The proceeds of the 
insurance will not be included for 
estate tax purposes either. 

Under this plan he gets his money 
out of the corporation at no tax what- 
ever. He takes $200,000 off his taxable 
estate without impairing its liquidity. 
And, what is more important to many 
corporate executives, he will have 
$6,000 to $8,000 more money to spend, 
after taxes, each year, because he will 
not have to pay any insurance pre- 
miums. 

The idea of having your wife take out 
insurance on your life, so that the pro- 
ceeds will not be taxable in your estate, 
has received wide publicity from insur- 
ance companies, since it means sales 
of new insurance. Often, such a plan 
involves the sacrifice of old insurance, 
which causes no grief to the agent—he 
has long ceased getting any share of 
the premiums. The plan of selling a 
stockholder’s insurance to a_ closely 
held corporation has received _practi- 
cally no publicity. It not only involves 
no new insurance whatever, but it also 
decreases the need for insurance, since 
it reduces the taxable estate. This plan 
will have to depend for publicity on tax 
advisers who are unable to come up 
with a workable plan under Sec. 302. 


A possible disadvantage 


The idea may be criticized on the 
ground that it reduces the total estate 
by $200,000. Remember, however, that 
the insured gets the cash surrender 
value, which in our example is worth 
$80,000. Also, the $200,000 in his estate 
would have been taxed at, say, 40%, 
leaving only $120,000 after taxes. The 
difference of $40,000 can well be made 
up in a few years through the savings 
on premiums; if the annual premium is 
$8,000, the taxpayer will be ahead after 
the fifth year. 

If our corporate president owns all 
of the stock of the company, there is 
little risk that the corporation will not 





use the proceeds to: buy his stock. His 
executor, as the sole stockholder, can 
see to that. If, however, he is a minority 
shareholder, the majority are in a posi- 
tion to have the corporation pocket the 
proceeds, and pay his estate nothing. 
Under such circumstances, it might be 
advisable to have the policies and the 
stock placed in trust, with the trustee 
required, upon receipt of the proceeds, 
to deliver the stock to the corporation 
and the money to the widow or estate. 

Although estate planning is not with- 
in the bailiwick of this department, it 
is quite evideni that a transfer of insur- 
ance to a closely held corporation will, 
in many cases, save the day. In the ex- 
ample given above, the estate, if the 
stockholder keeps his insurance, will 
have liquid funds of only $120,000 for 
taxes and administration expenses. 
After the transfer, the estate will have 
at least $280,000 (the face of the policy 
plus its cash value) and an additional 
$6,000 to $8,000 for each year after the 
transfer, assuming our taxpayer invests 
what he would have paid for premiums 
in liquid securities. 

The use of insurance taken out by a 
wife on a husband has been widely 
urged lately as a means of solving this 
problem, since the proceeds will not be 
taxed in his estate. Too often, however, 
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the widow considers these funds as en- 
tirely her own, and looks with disfavor 
upon using them to pay estate taxes for 
an estate from which she will get only 
a life income. It would be interesting 
to find out how many widows have used 
life insurance to pay estate taxes, even 
when it was taken out for such a pur- 
pose, and they were told that that was 
what it was for. 

We have spent many hours lately, 
trying to figure out how a stockholder 
who owns 75% of the stock of his cor- 
poration can get some of its funds out 
at capital gains rates. Under the fifty 
percent rule, he and the members of his 
immediate family must own less than 
half of the stock after the redemption. 
Since he wants his son to be in control, 
Section 318 has proved an unsurmount- 
able object. Under the 80% rule, half 
of his stock would have to be redeemed, 
and when he realized the amount of 
the capital gains tax that was payable, 
and the effect on the balance sheet, he 
lost a great deal of his enthusiasm. 
The suggestion that he transfer his life 
insurance struck a spark, and we are 
no longer struggling with Section 302. 
We pass this on to you therefore, as a 
rather novel way of not spending the 
rest of your life researching “Distribu- 
tions in Redemption of Stock.” vw 


Is bail-out possible with other-than-pre- 
ferred stock, not “Section 306 stock?” 


‘ge STOCK BAIL-ouT, preferred or 
otherwise, seems to be a tough bird 
to kill. Alice Austin, in a comment pub- 
lished in the March 1955 issue of the 
Michigan Law Review, suggests that 
ordinary income may be avoided by use 
of a stock other than preferred—which 
is touched with the near-fatal “Section 
306 stock” tag. 

Congress, she points out, in enacting 
Section 306 of the new code, has at- 
tempted to deal with the problem of 
the “preferred stock bail-out.” This 
problem was raised in Chamberlin v. 
Commissioner (6th Cir. 1953) 207 F. 
(2d) 462, in which the corporation 
distributed a dividend in preferred 
stock to the common stockholders of the 
corporation. The dividend was issued 
pursuant to a plan whereby the share- 
holders would sell the preferred stock 
and report their gain upon the transac- 
tion at capital gain rates rather than 
receive a cash dividend and report it 


at ordinary income rates. The Sixth 
Circuit held in Chamberlin that the 
dividend was not taxable: 

“A stock dividend, legally created 
and distributed, which is a dividend in 
substance as well as in form, does not 
change from a non-taxable dividend 
into a taxable one because of the pur- 
pose of its issuance or on account of the 
good or bad judgment of the directors 
in declaring it.” 

The court further stated that “A non- 
taxable stock dividend does not become 
a taxable cash dividend upon its sale 
by the recipient. On the contrary, it is 
the sale of a capital asset.” 

Section 306 of the 1954 Code makes 
a flank attack on this problem in that it 
provides, with certain exceptions, for 
the taxation at ordinary income rates 
of the gain received by a shareholder 
upon the disposition by him of “Section 
306 stock” as defined in Section 306(c). 
The administration of this provision is 


certain to present many interpretative 
problems, the principal one being: 
what constitutes “Section 306 stock?” 

The 1954 Code excludes from the 
definition of “Section 306 stock” that 
stock which may be classified as com- 
mon stock, with the exception of 
i common stock with respect to 
which there is a privilege of converting 
into stock other than common stock (or 
into property), whether or not the con- 
version privilege is contained in such 
stock. . . .” One must deal, then, with 
the question: what constitutes “common 
stock” within the meaning of Section 
306(c) of the new code? 

It is apparent that the factor of 
corporate control was one of the prin- 
cipal reasons why tax-conscious plan- 
ners used preferred stock rather than 
common stock to extract earnings and 
profits from a corporation at capital 
gain rates. The issuance of preferred 
stock as a dividend would not change 
the control of the corporation, whereas 
the issuance of common stock as a divi- 
dend well might do so. The purpose 
behind the enactment of Section 306 
of the 1954 Code was to prevent the 
use of the “preferred stock bail-out.” 
Common stock may have been omitted 
from the statutory definition of “Section 
306 stock” for the reason that the factor 
of corporate control would normally in- 
hibit its use as a means of extracting 
earnings and profits from a corporation 
at capital gain rates. 

If the courts are to interpret Section 
306(c) in strict accord with the Con- 
gressional intent, they might well state 
that only common stock possessed of 
voting rights (i.e., only common stock 
the issuance of which might affect cor- 
porate control) is within the exception 
set forth in Section 306. 

On the other hand, the courts might 
hold that the exception set forth in Sec- 
tion 306(c) encompasses all stock 
which, under state law, is characterized 
as commen stock. The exception would 
then cover non-voting as well as voting 
common stock, and there then might 
come into being a “non-voting common 
stock bail-out” which would accom- 
plish the same purpose as the “pre- 
ferred stock bail-out,” and which would 
not in any way affect control of the 
corporation. [Note in this connection 
that Section 306(c)(1)(A) excludes 
from the definition of “Section 306 
stock” common distributed on com- 
mon. | 

A third possible interpretation which 
the courts might give to the term “com- 
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mon stock” is that it includes that stock 
denominated, for example, by the cor- 
poration as “class A stock” or “class B 
stock,” ete., which is nominally com- 
mon stock, but which actually is pre- 
ferred stock. If such an unfortunate in- 
terpretation is given to the phrase “com- 
mon stock,” it is clear that a corpora- 
tion could issue a dividend in what is 
essentially preferred stock, without en- 
tailing the disadvantages accruing un- 
der Section 306 from the issuance of a 
dividend in preferred stock. (Note in 
this connection the distributions in 
Tourtelot v. Commissioner, (7th Cir. 
1951) 189 F. (2d) 167, and Wiegand 
v. Commissioner, (3d Cir. 1952) 194 
F. (2d) 479). 

The Treasury Regulations promul- 
gated under the 1954 Code do not shed 
any light upon the meaning of the 
phrase “common stock” contained in 
Section 306 (c). 

Section 306(c) (1) (B) provides that 
“Section 306 stock” includes stock 
which is not common stock, which is 
not a stock dividend, and the receipt of 
which in a corpcrate distribution other- 
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wise would be tax-free, provided that 
“ . the effect of the transaction was 
substantially the same as the receipt of 
a stock dividend. . . .” It is apparent 
that the same interpretative difficulties 
will arise in connection with the phrase 
“substantially the same as the receipt 
of a stock dividend” as arose in connec- 
tion with the phrase “essentially equiva- 
lent to the distribution of a taxable 
dividend,” under Section 115(g) of the 
1939 code. The new question which 
will arise, however, is whether the 
word “substantially” will be interpreted 
to mean “essentially,” or whether the 
word “substantially” requires the appli- 
cation of a different standard, more fa- 
vorable to the government. It should be 
noted that the word “substantially,” 
like the word “reasonable,” cannot be 
clarified to any great extent by legisla- 
tive enactment. The standard of sub- 
stantiality, like the standard of reason- 
ableness, must be left to the courts for 
interpretation, since the Treasury Regu- 
lations promulgated under the 1954 
Code do not shed any light upon this 
matter. * 





Payments to stockholders not an ex- 
pense though pursuant to obligation 
assumed for business reasons. Taxpayer, 
an insurance company, to free itself of 
an onerous contract with an agent (its 
founder), agreed to assume the found- 
ers obligation to return to the stock- 
holders of taxpayer the purchase price 
of their stock. The payments by the 
insurance company pursuant to this 
obligation were held not deductible. 
Taxpayer did not prove they were ordi- 
nary and necessary business expenses; 
prima facie they are dividend distribu- 
tions to the extent of the corporate 
surplus. Three judges dissent on the 
ground that the purpose was to end 
the contract. That the payments were to 
stockholders was incidental. Capitol In- 
demnity Insurance Co., 25 TC No. 23. 


FHA “windfall” profits held no divi- 
dend. [Non-acq.] This headlined case 
has an interesting side-point regard- 
ing capital gain and ordinary in- 
come. The taxpayers are stockholders 
of several corporations organized to 
build and operate housing projects 
financed by FHA-insured mortgages. 
The mortgages on the property were 


greater than the actual cost of construc- 
tion. The stockholders received a cash 
distribution of the difference between 
the loan and construction cost. The 
Commissioner claimed that the distri- 
bution was a fully taxable dividend as 
the capital of the corporation was not 
impaired thereby. The Godley (213 F. 
2d 529, cert. denied 10/25/54) and 
Hirshon Trust (213 F. 2d 523, cert. 
denied 10/25/54) decisions were cited 
in support of the proposition that if a 
corporation’s earnings and profits were 
sufficient to cover the cost of the prop- 
erty distributed in kind the entire value 
of the property is taxable. The Tax 
Court rejected this argument as applied 
to the instant case and held that the 
distribution was to be applied against 
the basis of the stock and any excess 
was taxable as capital gain. [The 1954 
Code, Sec. 312(j), closes this loophole 
for distributions made after June 22, 
1954, by treating the proceeds of U.S.- 
insured loans as “earnings and profits” 
to the extent they exceed the basis of 
the property mortgaged. Ed.] Gross, 
23 TC 756, non-acq. IRB 1955-42. 


Loans are disguised dividends. Net ad- 





vances by a family corporation to the 
individual stockholders were in reality 
dividend distributions. No note or other 
evidence of indebtedness was ever 
given to the corporation, and no in- 
terest was ever paid or accrued on the 
advances. The only testimony in tax- 
payers’ favor, that they intended to 
repay the advances, was considered self- 
serving and unconvincing. Farenga, 
TCM 1955-279. 


Appreciated property dividend income 
only to extent of available surplus. Tax- 
payer, as a stockholder of a corporation 
with no accumulated earnings at the 
beginning of 1949, received during the 
year cash dividends of $24,000 plus 
appreciated real property with an ad- 
justed cost basis of $78,800 and a fair 
market value of $210,000. The corpor- 
ate earnings for 1949 amounted to 
$17,200. The Tax Court, refusing to 
follow the rule of the Second and Third 
Circuits in Hirshon and Godley, holds 
the cash and real property taxable as 
income to the shareholders only to the 
extent of $17,200, the total current earn- 
ings; the excess is to be applied against 
the adjusted basis of the stock. Any 
amount in excess of that basis is taxed 
as capital gain. Johnson, TCM 1955-291. 


Stock was sold for cash plus preferred; 
not a reorganization. Taxpayer, and the 
other owners of the common stock of 
Jack & Heintz, engaged in a series of 
transactions whereby they transferred 
all their stock to Precision Products 
Corp., a corporation newly formed by 
outsiders to buy out taxpayer and other 
owners, for $5 million, plus 60,000 
shares of preferred stock which they 
planned to dispose of quickly. Preci- 
sion, a day later, merged Jack & Heintz 
into itself. The Commissioner contended 
the transactions were a reorganization 
and that the boot of $5 million re- 
ceived by taxpayer was ordinary in- 
come, being in effect a taxable dividend. 
The Tax Court disagreed. Since the 
transactions did not contemplate the 
taxpayers’ maintenance of a proprietary 
interest in the continuing corporation, 
there was no reorganization. The ex- 
change for cash plus preferred stock 
constituted a sale taxable at capital- 
gains rates. Heintz, 25 TC No. 21. 


Accrued interest a “security” in a non- 
taxable exchange. Taxpayer exchanged 
debentures on which considerable un- 
paid interest had accrued for cash and 





new securities. It claimed this was a 
nontaxable exchange in reorganization. 
The Tax Court agrees; the accrued in- 
terest is an integral part of the deben- 
ture, and the principal debt plus the 
interest is a “security.” No gain was 
recognized on the exchange. United Gas 
Improvement Co., 25 TC No. 32. 


Carryover basis allowed in reorganiza-, 
tion under 1918 Revenue Act. The tax- 
payer corporation took over assets from 
a predecessor in what was conceded to 
be a reorganization under the 1918 
Revenue Act. In the reorganization, 
notes held by creditors of the old cor- 
poration were purchased at a substan- 
tial loss by a committee which con- 
ducted the reorganization. The Com- 
missioner argued that this resulted in a 
loss to the old corporation (presumably 
holding it to be the equivalent of a 
sale by that corporation of its assets), 
the loss was deductible under the 1918 
Act and the new corporation could not, 
therefore, use a carryover basis for the 
assets. The court disagreed and allowed 
the new corporation to use the tax basis 
of the old. It held that the old corpora- 
tion did not incur a deductible loss as a 
result of the sale by its creditors of their 
interests. Even if there had been such 
a loss, however, the court felt that the 
carryover basis would still have been 
authorized by the 1918 Act. Minne- 
apolis, Northfield & Southern Railway, 
CA-8, 10/13/55. 


Expenses allocated between corpora- 
tion and partnership under common 
control. The Tax Court had previously 
found that a partnership composed in 
large part of the stockholders of tax- 
payer corporation should be ignored 
for tax purposes. The Court of Appeals 
reversed and sent the case back for the 
Tax Court to determine alternate argu- 
ments of the Commissioner—that in- 
come and expenses should be allocated 
under Section 45. Because the issue 
was raised on amended answer, the 
Commissioner had the burden of proof 
that the taxpayer-corporation and the 
partnership were under common con- 





New Decisions Editor Resigns 
THE EDITORS of THE JOURNAL OF 
TAXATION regret to announce that 
Edward Pesin has resigned as one 
of its New Decisions editors because 
of the press of his business. He is 
being succeeded by Arthur J. Dixon, 
LL.B., CPA. 
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trol as contemplated by Section 45. He 
met it; the families owning 80% and 
20% of the: corporation owned 80% 
and 20% of the partnership. Having 
established the applicability of Section 
45, the Tax Court examined the adjust- 
ments of purchase costs, overhead, etc. 
proposed by the Commissioner and ap- 
proved some and modified others. 
Friedlander Corp., 25 TC No. 12. 


Oil dealer incorporates for 21 months; 
draws small salary; 102 penalty im- 
posed. [Certiorari denied.] Taxpayer's 
sole stockholder had been in the oil 
business for over 28 years. He was in 
effect an oil broker carrying on a serv- 
ice business; he did not take title to 
the oil and owned no storage facilities. 
He incorporated the business in July 
1947 and liquidated it in March 1949. 
The Commissioner asserted Sec. 102 
tax for 1948; the Tax Court and Eighth 
Circuit affirm. In 1948 the stockholder 
president drew a salary of $25,000, on 
which he paid tax of about $7,000. If 
all the corporate income had been dis- 
tributed to him, his tax would have 
been about $345,000. The Tax Court 
found that there was no business need 
for the undistributed profit: little pos- 
sibility of bad debt losses, no real plan 
for expansion. The Circuit Court com- 
mented that this case presents the exact 
situation Sec. 102 was intended to pre- 
vent. In-computing the penalty tax 
only dividends paid in the same year 
are allowable as credit; therefore the 
liquidation distributions in 1949 do not 
affect the 102 tax for 1948. Bride, CA- 
8, 7/9/55 (cert. den.) 11/7/55. 


Income from operation of farms is not 
“rent.” Rents are included in personal 
holding company income unless they 
constitute 50% or more of corporate 
gross income. A corporation owning 
farms contracted with farmers to farm 
the property. They paid a stated per- 
centage of crops as compensation. The 
corporation kept detailed records of the 
operations and exercised active manage- 
ment and supervision through an agent. 
The income derived from the farm op- 
erations was not rent; it was income 
from farm operations. Webster Corp., 
25 TC No. 10. 


Alternative tax cannot be “elected” if 
it exceeds regular tax. The corporate 
normal tax and surtax computed on tax- 
payers income (all capital gain) 
amounted to $675,000. Taxpayer was 


a personal holding company. It elected 
to pay alternative tax on capital gains 
amounting to $1,075,000 and deducted 
the greater amount in computing its 
personal holding company surtax sub- 
chapter A net income. The corporation 
was allowed a deduction of $675,000 
as representing payment of its correct 
income-tax liability. The alternative tax 
can be used only if it produces less tax 
than the normal tax and surtax. Dela- 
ware Realty & Investment Co., 25 TC 
No. 9. 


Interest received from purchase money 
mortgage is “personal holding com- 
pany” rent. If “rents” constitute more 
than 50% of the corporate income, the 
corporation is not subject to a penalty 
tax as a personal holding company. As 
further relief to real estate operators, 
the Code provides that if a corporation 
sells property held primarily for sale 
and retains a mortgage as part of the 
sales price, interest on such a purchase 
money mortgage is “rent” for personal 
holding company purposes. Taxpayer 
here was formed to acquire title to two 
parcels of real estate and dispose of 
them as quickly as possible after ob- 
taining tenants. The court reviewed the 
committee reports on this section of the 
law and found it was intended to apply 
to operating companies faced with low 
rent income in bad years. Relief is not 
allowable for taxpayer. Its sole income 
was therefore from interest and it is 
subject to the tax. Kent Industrial Corp., 
25 TC No. 29. 


Personal holding company cannot de- 
luct both taxes accrued for penalty 
year and those paid for other years. 
After several reversals the Tax Court 
follows circuit courts and agrees that 
the words “paid or accrued” are not 
given their usual meaning in computa- 
tion of the personal holding company 
tax. A corporation on the cash basis 
therefore can deduct both taxes “paid 
or accrued” in determining subchapter 
A net income. However, it cannot de- 
duct both the taxes accrued for the 
penalty year and amounts paid during 
that year in respect of taxes owed for 
prior years. If it could, it would be able 
to take a double deduction of the same 
taxes, first in the year of accrual and 
second in the year of payment. It may 
deduct only tax in respect of the pen- 
alty year, whether or not paid in that 
year. De Soto Securities Co., 25 TC 
No. 26. 
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MANAGEMENT OF THE 


Professional tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Some guides for setting fees for 


legal services, including tax work 


by J. ADRIAN ROSENBURG 


In October in these columns a CPA, F. Clyde Lambert, discussed certain problems 


in setting and adjusting fees for accounting work done. Here a lawyer tackles the 
problem from the point of view of a law office. In view of the fact that fee-setting 
for tax work is a troublesome task in both professions, we are presenting these two 


views so that members of each profession may observe certain ideas and techniques 


used by the other 


‘by HAS BEEN said in effect that the 
subject of lawyers’ fees enjoys a 
position in legal literature somewhat 
like that of sex in Victorian society. We 
all know the fees are there, we think 
about them a good deal, and some of us 
make a pretty good thing of them, but 
we do not seriously discuss them. 

Most observations and quotations and 
approaches to a difficult subject contain 
truths and half-truths, and they are so 
fraught with generalities as to be of 
little real value to the practitioner. With- 
out intending any disrespect, this is 
probably true of the 12th canon of 
ethics of the American Bar Association 
which deals with the subject of fixing 
fees and gives the elements that may 


‘be considered in arriving at a fee to be 


charged. As I see it, the question to 
which the practitioner wants an answer 
is, “How shall I determine my charges? 
how much shall I charge, conceding 
that the non-tangible remuneration in 
the profession is the greatest reward, 
that service, work well done, is the 
primary consideration? yet, in the real- 
istic age in which we live, how do I 
make some money?” 

There are five subjects that should 
be discussed: 

1. The minimum fee schedule. 

2. The retainer. 

3. Contingent fees. 


4. The time or hourly charge. 
5. Billing. 


Minimum fee schedules 

There is little uniformity or consist- 
ency in minimum fee schedules. The 
advantages most often urged are that 
such schedules will: 

1. prevent cutting of rates and bid- 
ding for clients’ business; 

2. give more uniformity in the 
charges of members of the bar; 

3. provide a standard for young 
attorneys who otherwise would be en- 
tirely at sea as to what to charge. 

In his book Law Office Management, 
Dwight G. McCarty, on page 91, under 
the heading “Disadvantages of bar 
schedules,” summarizes the objections, 
and among others, claims that: 

1. such a plan is too impersonal; 

3. it has the appearance of monopoly; 

3. the plan is unworkable and leads 
to price cutting, giving chiselers an 
unfair advantage; 

4, it fosters trouble between client 
and attorney. 

In this connection, he says, “A client 
knows the published schedule and nat- 
urally expects that he will be charged 
only the minimum. Banks and corpora- 
tions and clients with considerable busi- 
ness are especially prone to want the 
lowest schedule of charges. The result 


is that it is difficult to charge more than 
the minimum. From a_ psychological 
standpoint, the lawyer is at a disad- 
vantage from the start when he attempts 
to charge more than the minimum.” 

A case from our own practice illus- 
trates the point. An exceedingly wealthy 
client had created a trust for his twelve 
year old daughter. Years later, after the 
girl had married, had a child, and when 
the trust had accumulated to upwards 
of $100,000, the girl died intestate. It 
was discovered that the trust provided 
that in the event of her death, the funds 
went to her heirs. It was apparent, and 
investigation substantiated such a con- 
clusion, that what the settlor intended 
was the use of the words children, or 
heirs of her body or blood heirs. The 
settlor, confronted by the prospect of an 
unpopular son-in-law inheriting, came 
to us in alarm. Legal research, plus con- 
tact with all originaliy concerned 
(nearly 12 years had elapsed since the 
instrument was drawn), suggested the 
possibility of reform in equity which led 
to a settlement securing the proceeds to 
the child and not the husband. 

In our office, we follow the general 
practice of giving the items on a bill, 
such as dates, the work done, confer- 
ences, legal research, the phone calls, 
interviewing of witnesses, dictation, etc., 
without designating the amount of time 
spent and without a specific charge for 
each item. Then the items of expense 
are totalled and a separate charge made 
for services. After an office conference, 
we decided on a billing of $3,600 for 
services based on our time charge. The 
client came in to protest, stating he had 
counted the number of items of services, 
which came to 80, that he assumed that 
each one consu. .d an hour (actually 
they varied from one-half hour to six 
hours) and that the fee schedule at that 
time in our county indicated a $10 per 
hour charge for ordinary office work, 
far below the rate established by our 
time charges for a senior’s services. He, 
came up with $800 as a proper fee! 


The retainer 

The retainer divides itself into two 
categories: (1) the annual or regular 
retainer for all services, and (2) the 
retainer involved as an advance pay- 
ment for a specific piece of work. 


The annual retainer 


Some offices, ours among them, have 
seen decided advantages in the retainer 
arrangement. An annual amount agreed 








upon in advance for the work of the 
client has many advantages. There is 
the important question of regularity of 
income; there is a tendency to bind the 
client more closely to the attorney; the 
attorney will be consulted more fre- 
quently and regularly. Then, too, with 
such an arrangement, the attorney learns 
more and more of a particular client’s 
business; he becomes more familiar with 
the various problems and may with 
greater facility and dispatch render a 
better service. Moreover, this very 
familiarity permits the lawyer to make 
valuable suggestions, and as time goes 
on, to do the work involved more effi- 
ciently, thus indirectly increasing his 
fees. 

There should be no restraint or deli- 
cacy in suggesting to clients after you 
have come to know them, and to a de- 
gree can foresee the amount of work 
that will be required annually, that you 
be placed on an annual retainer. The 
very troublesome questions we are here 
discussing as to amount of fees, is, to 
a large extent, thus frequently obviated. 
Che lawyer, once retained, is thus on 
tap, so to speak. It is not infrequent for 
clients who find it necessary to be absent 
from their businesses for extended peri- 
ods, to say to their subordinates, “If any- 
thing unusual comes up in my absence, 
take it up with our retained counsel.” 

The arrangement once made, should 
be carefully circumscribed and limited. 
Clear understandings are conducive to 
good friendships, and it is not amiss to 
write a letter stating that the retainer 
continues on a yearly basis until termi- 
nated by notice from one party to an- 
other, that the arrangement includes all 
of the legal work that the client will 
have’ with the exception of court work, 
out-of-town work, legal services before 
boards or commissions, and legal work 
of an unusual nature, not customarily 
encountered by the client. This last item 
is a necessary protection, but frequently 
is the cause or ground for disagreement. 
However, an intelligent approach pre- 
vents too serious a discord. 

The retainer arrangement, while it 
solves many difficulties, is not altogether 
free from vice nor is it a cure-all. Here 
again, the minimum tends to become the 
maximum. A retainer once established, 
experience demonstrates, is difficult to 
revise upwards, even as the client grows 
and his affairs become more compli- 
cated. Clients are inclined sometimes to 
feel that having retained you, every 
problem that arises involving their rela- 


tives, or even employees, should be in- 
cluded. 

Then, there is the situation that arises 
when the client is paying a regular re- 
tainer, but in a particular period, has 
not had to call for services. Without 
warning, a piece of work, excluded by 
the retainer, arises. Perhaps it is a case 
in court. The temptation is presented to 
do that work and include it in the re- 
tainer; thus, the precedent is established 
and thereafter it is hard to alter. The 
use of the “no charge” statement can 
eliminate this problem to some extent, 
but probably will not entirely eradicate 
it. 

We also have found that in times of 
financial stress or strain, the business 
man, on a campaign of economy, may 
ask the lawyer to make his contribution 
by reducing his retainer, which seems 
in order. But the legal work tends to 
increase in such times, rather than di- 
minish. Moreover, the problem of in- 
creasing the retainer at a later date 
when conditions justify the increase, is 
not an easy one. 

On the whole, it is suggested that a 
few good annual retainers, billed on a 
monthly or quarterly basis, are healthy 
for any law office and should be en- 
couraged. 


The specific retainer 

Let’s take a look now at the retainer 
fee or advance payment in a specific 
case. There is considerable confusion 
about this type of retainer, and fre- 
quently a lawyer is hard put to explain. 
If a client pays an advance retainer of 
$1000 and is on a time charge basis of 
$20 per doubtless should 
credit his account with the first fifty 
hours. However, this is a minimum re- 
tainer, and if fewer than that number 
of hours are utilized, there is rarely a 
refund. Hence, if the client is respon- 
sible, and will pay his bill, why charge 
the retainer at all? If he is not respon- 
sible, or not apt to pay, is it not that 
type of law business which had better 
be avoided in the first instance? If the re- 
tainer is a minimum charge, candor and 
integrity require that this be made clear 
to the client. If an advance payment for 
services to be rendered, a consideration 
of more frequent billings as the work 
progresses might be a happier solution. 
On the other hand, the lawyer may find 
an advance retainer occasionally helpful 
from a financial standpoint, and it is 
entirely proper to request it. It is re- 
spectfully suggested that modest and 


hour, we 
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frequent requests for payment for 
specific work performed for responsible 
clients is a preferable practice to mini- 
mum or advance retainers. 


How much? 

Perhaps this is as good a place as 
any to discuss the question sometimes 
propounded by certain clients—“How 
much is this going to cost?” The lawyer 
knows that it is difficult, if not impos- 
sible, to give an estimate of time to be 
expended in a given case, especially in 
that type of case where he is confronted 
with the possibility of opposing counsel 
placing obstacles in his path. Again, 
candor and openness go a long way with 
nearly all clients. Usually, it suffices if 
there is a reply explaining the difficul- 
ties of estimating because of the im- 
ponderables present, or likely to arise; 
an answer stating that the lawyer keeps 
records of his time, that the client can 
feel free at all times to discuss the 
question of fee with him; that the law- 
yer will submit a fair bill as he sees it; 
that the client is not letting himself in 
for an indeterminate liability because, 
within reasonable limits, the lawyer will 
adjust any bill that the client considers 
unfair, in an endeavor to make the 
client happy. Not only should this as- 
surance be given but every effort should 
be made to carry out this tacit promise 
to the ultimate. If the client persists in 
his request for an estimate, there is no 
reason why the lawyer should not ac- 
tually give him an estimate. Where one 
is given, it should be in letter form, sub- 
ject to the limitations expressed of un- 
usual contingencies, appeals, matters 
subsequently disclosed or revealed, and, 
with the assurance that a bill rendered 
will be fairly discussed on a friendly 
basis and adjusted within limits if the 
client considers it unfair. 


The contingent fee 


The contingent fee was for many 
years in disrepute, but in recent years 
has grown to a state of substantial re- 
spectability. This has been brought 
about by the mushrooming of personal 
injury cases which today occupy a large 
part of the litigation practice. Where 
frequently in the past, the injured could 
recover nothing because of an inability 
to pay lawyers on the regular basis, the 
contingent fee arrangement has been 
a boon to the litigant. There is no other 
honorable way of taking a poor man’s 
case and of obtaining redress from him 
except by being paid out of the results 
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of the litigation. Every good lawyer 
strives to win his cases. The “tempta- 
tions” that beset him are no more strong 
where the fee is contingent than other- 
wise. 

But the doctrine of the contingent 
fee is perhaps being extended to cases 
where it has no proper place. A defend- 
ant requesting that his case be handled 
on a contingent basis is out of order; 
and I believe that its extension to the 
tax case where the fee is dependent 
upon the amount by which the govern- 
ment’s claim can be reduced is not a 
wise arrangement. I have heard of law- 
yers accepting criminal cases, parole 
cases, divorce cases on a contingent 
basis, and I believe that they are flirting 
with professional ethics and the griev- 
ance committees of the bar. 

If a contingent fee arrangement is 
made, it should be clear and precise. 
The percentage of the recovery should 
be clearly set forth in a letter indicat- 
ing that the client pays the expenses 
and if there is a difference in the fee, 
in the event of settlement at trial or set- 
tlement prior to suit, that too should 
be set forth. If there is to be any change 
or alteration based on appeal, that too 
should be clearly understood in advance. 

Again, it is part of the healthy well- 
balanced diet of a law office that it have 
a few good cases on a contingent basis, 
where the fee, proportionately larger 
because of the risk assumed, may tend 
to swell the income of the individual 


lawyer or firm. 


The time or hourly charge 


Perhaps one of the most instructive 
and useful admonitions that can be 
offered is to refer the bar to a series 
of articles by Reginald Heber Smith, of 
Boston, Massachusetts, which appeared 
in the American Bar Association Journal 
for May, June, July and August of 1940. 
They are among the most constructive 
I have seen on this subject of fees and 
charges. Mr. Smith in the final article 
says, “It can readily be argued that all 
the qualities and values of a lawyer 
cannot be caught in a statistical net no 
matter how finely spun.” 

Mr. Smith had this to say: “We are 
apt to take refuge in the thought that, 
after all, we are engaged in a profession 
and not a business. But does it follow 
that we are entitled to practice our pro- 
fession in an un-business-like manner? 
The statement that a law office needs 
an accurate cost accounting system 
seems revolutionary, but if every busi- 
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ness concern has to know its cost, why 
should the law office be immune?” 

“The service the lawyer renders is 
his professional knowledge and skill, 
but the commodity he sells is time and 
he has only a limited amount of that.” 

These quotations point up the two 
elements that, if we are to earn reason- 
able compensation, go to make up our 
billings and demonstrate the most rea- 
sonable approach to the subject of fees 
and charges. The legal fees in modern 
law offices should consist of a healthy 
admixture of annual retainers, con- 
tingent fees, and cases and _ items 
charged for on an hourly basis, which 
hourly rate is a combination of the law 
office overhead plus compensation for 
time. An adequate accounting system 
where every lawyer, whether practicing 
alone or in a firm, keeps a careful tabu- 
lation of the time spent on the various 
items handled is a sine qua non. This 
record in our office is kept by each law- 
yer on a day sheet, transmitted by 
clerical help to a recapitulation sheet 
daily, and then posted to a docket sheet 
of the particular client, case or item, so 
that the time spent on any matter is 
quickly available. 

In the July and August 1954 Case 
and Comment there is listed a method 
of arriving at an hourly charge. 

First are listed all operating expenses, 
in detail—rent, heat, light, deprecia- 
tion, taxes, salaries, bonuses, telephone, 
law library, insurance, etc. This gives 
a total overhead. 

They then start with 365 days per 
year, deduct 52 Sundays, 26 Saturdays 
(half days), 9 holidays, 12 vacation 
days, 12 miscellaneous days or a total 
of 11 days, leaving 254 fee earning 
days per year, or divided by 12,—21 
fee days per month. National surveys 
made among lawyers indicate the law- 
yer has on the average 6 fee earning 
hours per day; the balance of the day 
is spent in reading advance sheets, 
conferring with office personnel, or 
public service work, charity work, etc. 
We thus have 6 times 21 or 126 fee 
hours per month, or a total of 1,512 
fee hours per year. This will vary, of 
course, but it serves as an example. 

Let us then take the case of an indi- 
vidual practitioner whose average over- 
head is $6,000 per year, and who feels 
he should earn $12,000 a year, based on 
his years of experience, his require- 
ments, ete. If a lawyer’s average net 
earnings for the preceding three years 
is taken, it is a satisfactory norm. We 





have a total of $18,000 per year, di- 
vided by 1,512 hours, or an hourly 
charge of $12 per hour, rounded off. 
In the case of a firm having an average 
overhead of $15,000 per year, one man 
earning $6,000, one man $12,000 and 
one man $24,000, we get a total of 
$57,000. Dividing this by 1,512, we 
get a combined hourly rate of $37, 
or A’s rate would be $5.30 per hour, B’s 
$10.60 per hour, and C’s $21.20 per 
hour. More complicated systems can 
be evolved, but essentially this is the 
basic method of computing a time-hour 
charge. Thus, once the time spent is 
carefully computed from the records, 
arriving at a fee to be charged the client 
becomes much more simple. After the 
time charge is established, it is reduced 
or increased based on the other ele- 
ments such as results attained, amount 
involved, importance or complexity of 
the subject matter, etc. This may seem 
like undue exactness but it is much less 
haphazard than what is most frequently 
decided on a hit or miss basis, and for 
the average case, the overwhelming 
majority, the time charge alone will 
suffice to fix the fee. 

If the time-hour charge is to be most 
frequently resorted to, there are two 
basic fundamentals that.must be ob- 
served: 

1. The day sheet or the time record 
must be faithfully and carefully com- 
piled, and, incidentally, even time spent 
on retainer matters or contingent cases 
should be listed on the day sheets. 

2. The wasteful or worthless business 
should be rapidly eliminated. 

Worthless business impoverishes the 
lawyer and disables him from efficient 
service to his clients. A case that does 
not financially carry its own burdens is 
a drain upon the attorney’s personal 
resources and should be avoided or dis- 
carded, if consistent with the duty to 
the client. Once engaged in a case, the 
lawyer cannot withdraw without the 
consent of the client, except for failure 
to pay the fee or to follow proper ad- 
vice. Great care should be exercised in 
accepting cases, making sure, so far as 
possible, that the burden assumed is 
not beyond one’s financial capacity to 
handle to its ultimate end. Many cases 
seem to be destitute of terminal facili- 
ties, and difficult to unload, no matter 
how onerous the task. 


Some observations on billing 


When we prepare bills in our office 
we set forth items for which the client 
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is billed, giving him the date and na- 
ture of the service as taken from the 
day sheet and then posted in the docket. 
However, the charge is not set forth for 
each particular item, nor is the time 
spent on each particular item set forth 
in the billing. These billings are most 
frequently sent at the completion of 
the work, although where work extends 


over a long period of time, partial bill-° 


ings sent on this basis are frequently 
resorted to. Frequent statements, like 
clear understandings, are conducive to 
good friendships. The promptness of 
billing tends to preserve good client 
relationship, and it is not infrequent 
that the client prefers a billing at the 
end of each month. 

Perhaps a word should be said about 
the psychological advantage of a “no 
charge” statement. Very frequently 
work will be performed for a client or 
friend or relative or employee of one 
of the retainer clients for which it is not 
desired to make a charge. Even in the 
case of work done for a church or a 
community chest organization, the best 
advantage that the lawyer can get for 
having performed this service gratis is 
the realization by the client that a serv- 
ice has been performed for him for 
which he isn’t charged. The “no charge” 
statement is made out exactly as any 
other bill except that in place of a set 
amount therefor, the term “no charge” 
is inserted. In fact, many lawyers go to 
the extreme of actually setting a charge 
on the service and then adding to the 
statement or stamping on the statement 
“The above is the customary charge for 
the foregoing services but in this case, 
no charge is made.” 

In our office, we follow the practice 
of all being present when bills are dic- 
tated. The “responsible” attorney, the 
attorney having principal charge of the 
case on which the charge is to be made, 
has full authority ultimately to fix the 
charge for services, but he has the ad- 
vantage of consultation with the other 
men in the office. In a five-man office 
like ours, for example, where a total of 
some 80 years of experience is brought 
to bear in considering a reasonable 
charge, the chance for error is reduced 
to a minimum. 

The intangible reward that comes 
from work well done, the appreciation 
of a client well served—these are the 
finest compensations that a lawyer can 
receive. 

The principles noted above will be a 
gigantic aid in surmounting the diffi- 


culties that arise in the fixing of fees 
and charges and the collection thereof. 
If they are followed, and the law office 
is supplied with a balanced diet of an- 
nual retainers, contingent fees and time 
hour charges, the patient will progress 
and grow strong and healthy. 

A lawyer’s services are intangible and 
a price tag cannot be set upon them 
like prices on products controlled by 
the law of supply and demand, or 
where a monopoly exists. The collection 
of fees by suit, for example, becomes so 
unnecessary as to be rarely, if at all, 
resorted to. Perhaps the best advice is 
either to adjust a disputed bill or forego 
it altogether rather than to resort t 
legal process to collect. w 


[Mr. Rosenburg is a partner in the 
Jackson, Michigan, law firm of Rosen- 
burg, Painter & Davidson. He is a 
graduate of the University of Michigan 
Law School and a past president of 
the Jackson County Bar Association. 
The foregoing article is based in part 
on a paper written by him for the 
Michigan State Bar Journal.] 


PLI tax monographs 
being reissued 


Practisinc Law Institute is publish- 
ing a new edition of its monograph 
series (totaling over 1,000 pages) on 
Fundamentals of Federal Taxation. It 
provides quick and _ authoritative 
answers to the tax problems faced by 
the general practitioner. This new 
monograph series furnishes a concise, 
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understandable analysis of the major 
rules of federal income, estate and gift 
tax law, with scholarly citations for easy 
reference. 

To assure maximum utility and accu- 
racy in the new edition an outstanding 
board of tax editors has been organized. 
Its membership includes many of the 
nation’s leading tax lawyers. Among 
them are Deans Erwin N. Griswold, of 
Harvard Law School and William C. 
Warren, of Columbia Law School, who 
had edited the Institute’s previous tax 
monographs. The board also includes 
John J. Boland, Adrian W. DeWind, 
Professor Stanley S. Surrey and Thomas 
N. Tarleau, all former Treasury De- 
partment tax legislative counsel. Tax 
partners of leading law firms who serve 
on the board include Norris Darrell and 
Weston Vernon, Jr., both Institute 
Trustees, George E. Cleary and Harry 
J. Rudick. 17 other eminent tax practi- 
tioners are also members. With Professor 
Robert Anthoine of Columbia Law 
School serving as Executive Editor, 
committees of the Board of Tax Editors 
and the authors of the 12 monographs 
reviewed the contents of each mono- 
graph and determined how it should be 
revised. 

Six monographs in the PLI 1954 
Revenue Code edition have already 
been issued. These are Items of Gross 
Income (59 pages), Deductions and 
Credits (107 pages), Accounting 
Periods and Accounting Methods (109 
pages), Capital Gains and Losses (72 
pages), Income Taxation of Estates and 
Trusts (75 pages), and The Gift Tax. 





In certain farm areas there is non- 
compliance in filing returns and pay- 
ing taxes at a high rate. That is the 
result of ignorance, in my opinion, 
and lack of skill in accounting more 
than anything else. The determina- 
tion of farm income, is one of the 
most difficult determinations of in- 
come that I know. I know because 
I have had a lot of experience in it, 
not personal but professional. I can 
well understand how the average 
farmer would have great difficulty 
in preparing his return, and yet that 
return is about as simple as it can be 
made under the law. 

I think the problem and the solu- 
tion of it lies with us, to the extent 
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that we have money to acquaint the 
farmer with what he can do to sim- 
plify his problem. We have been for 
months conducting an inquiry, a 
study of this matter, with some of the 
outstanding experts of the country 
to see if we can find a way to make 
this job easier for the farmer. 

I am convinced once we can, and 
once we are able to give the farmer 
more attention by way of instruction 
that we will get a higher rate of com- 
pliance there. But, generally speak- 
ing, I feel confident that the level 
of compliance is rising rather than 
falling. T. Coleman Andrews, re- 
cently resigned as Commissioner of 
Internal Revenue. 
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TAX ASPECTS OF ESTATE PLANNING. 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Careful groundwork necessary to preserve 


marital deduction in estate planning 


I. HE USE OF THE marital deduction in 


an estate requires careful analysis 
of both spouses’ estates and a vigilant 
awareness of possible changes in Code 
provisions. Pointing out that there is at 
the moment little authority other than 
a strict interpretation of the statute as 
embodied in the Regulations, Frederic 
Sammond, a partner of the Milwaukee 
law firm of Fairchild, Foley and Sam- 
mond, cautions the planner ( in 38 Mar- 
quette Law Rev. 168), on conflicting 
laws and rulings which must be ob- 
served if the estate is to qualify for the 
marital deduction. Those passages from 
his paper pertinent to this subject are 
presented below. 

The basic purpose of the marital de- 
duction requires that the surviving 
spouse in all events shall so own the 
bequest as to include it in her estate. 
This is the reason for the great effort 
in the statute to exclude “terminable 
interests,” however contrived. For many 
years the standard estate planning, as 
a minimum, provided a life estate to 
the spouse with remainder to the suc- 
ceeding generations. This was the basic 
tool, and still is, where the marital de- 


‘ duction is not helpful. To the extent of 


half of the estate, this life-estate-and- 
next-generation idea obviously loses the 
marital deduction, and the basic pur- 
pose to by-pass the estate of the sur- 
vivor in favor of the next generation is 
squarely at odds with the purpose of 
the marital deduction. Not only is this 
true as to simple life estates, but also as 
to a life estate where the right of the 
survivor or her estate to the remainder 
is conditioned in any way, as by con- 
tinued widowhood or consent of anyone 
else. In short, the remainder must vest 
in the survivor, although there is no 
objection to giving the survivor a life 
estate with the remainder to her own 


estate or with a power of appointment, 
testamentary or otherwise. A reading 
of the statute suggests quite a number 
of places where marital deductions can 
be lost in the process of trying to meet 
the general wishes of a testator. 

It was formerly important that a life 
estate, accompanied with a power of 
appointment, did not qualify for the 
deduction, unless it is specifically pro- 
vided through a trust designed to meet 
the very specific requirements of sub- 
section (e) of Sec. 812 of the old Code. 
For example, a devise of a life in- 
terest in a farm with power of appoint- 
ment was not valid if the trust form 
was not used. There was no logical rea- 
son for this distinction and it might 
easily have trapped people, so it was 
one of the two limitations which went 
out in Sec. 2056(b)(5) of the 1954 
Code. 

Under Sec. 2056(b)(1) a bequest 
to a fiduciary to purchase assets for the 
survivor is declared unqualified if it 
would be similar to an annuity or a 
term interest of some kind as distin- 
guished from purchase of an investment. 
This is a rare device and of no practical 
importance as a restriction unless met 
inadvertently. 

Under the 1948 Act, the power of 
appointment following life estate not 
only had to be in trust as mentioned, 
but also had to be a life estate and 
power relating to the whole corpus. 
Quite a number of such bequests have 
already gone down on this. Under the 
1954 Code a specific portion of a corpus 
may qualify for the deduction if the 
life estate and the power relate to the 
same specific portion. 


Tainted assets 


One of the most important statutory 
disqualifications, and one which well 





might produce more inadvertent loss of 
the deduction than any other, is that 
which is plainly stated, but which I 
fear many of us have not appreciated 
sufficiently in our planning work. This 
is the provision in Sec. 2056(b) (2) 
that, if a bequest to the surviving spouse 
may be satisfied out of assets which in- 
clude any asset which is not qualified 
for the marital deduction, it shall con- 
clusively be presumed that such asset 
was included in the bequest and the 
bequest to that extent fails to qualify. 

It is not at all unusual for a marital 
bequest to be designated out of the 
residue, or by percentage of the whole, 
or, if made the subject of a specific 
bequest, for there to be no specifica- 
tions of what assets shall be used to 
satisfy the marital bequest. In either 
case, where there is any unallowable 
asset in the estate, it is immediately con- 
clusively attributed to the marital be- 
quest, and the deduction thereof is 
reduced accordingly. 

Examples of unallowable or “tainted 
assets” are various terminable interests, 
including those terminating by remar- 
riage, partnership interests, sale of prop- 
erty by a fiduciary on an installment 
basis, and property passing through 
the exercise or non-exercise of a non- 
taxable power. 

A good example of what might fre- 
quently be encountered is an inter vivos 
trust created by decedent with income 
to decedent and wife for their lives and 
remainder to children. The income in- 
terest would be an asset in his estate, 
but an unqualified asset. It and any 
other unqualified asset would be treated 
as used to pay the marital deduction 
(whether so used or not) and reduce the 
deduction. This “tainted asset” clause, 
while still important, has lost some of 
its sting with the removal by the 1954 
Code from the list of unqualified assets 
of (1) life estates with powers which 
are not trusteed and (2) portions of 
a trust. 

Where there is any likelihood of an 
unqualified asset existing in the estate, 
the effect of this statutory clause can 
easily be removed by a simple sentence 
in the will to the effect that the marital 
bequest shall be satisfied only out of 
assets as to which the marital deduction 
would be allowed if the same passed 
directly from the decedent to the spouse. 


Simultaneous death 
Sec. 2056(b) (3) provides that a be- 


quest may be conditioned upon survival 
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for a specified period not exceeding six 
months or, alternatively, if death oc- 
curs as a result of a common disaster 
causing the death of both, provided that 
the surviving spouse does in fact take. 
While this provision undoubtedly meets 
the wishes of many testators, it never- 
theless indicates very clearly how the 
entire marital deduction advantage may 
be destroyed by the operation of such 
a clause where the survivor does in fact 
die within the period specified in the 
will, or as a result of a common dis- 
aster. The usual purpose of such a 
clause is to avoid the expense of double 
administration, something which has 
been faced and allowed for as a rule, 
in calculating the desirability and size 
of the marital deduction bequest. This 
situation must be carefully considered 
not only in drafting of wills, but with 
regard to similar clauses in life insur- 
ance policies, if frustration of the plan 
of marital deduction is not to be risked. 


Effect of Uniform Act 


The Uniform Simultaneous Death 
Act provides that, in the absence of 
evidence of which person died first, 
neither shall take from the other. It 
will be seen that the operation of this 
Act may very well defeat an ordinary 
unconditioned bequest in a will or a 
marital deduction in an intestate estate. 
The conventional disaster 
clause in wills works the same way, of 


common 


course. It operates as it is intended to 
do, not only to avoid difficult questions 
of proof, but also dual administration of 
the same assets, while such dual ad- 
ministration is the very thing that is 
the essential of the marital deduction. 
The Simultaneous Death Act contains 
a provision that a contrary provision in 
a will or insurance policy shall prevail, 
and it may well be that it would be 
desirable in some wills and insurance 
policies to negative the operation of this 
Act by a clause so saying. 

Where, for one reason or another, it 
is desired to take advantage of the statu- 
tory clause which retains the marital 
deduction and yet permits the defeat 
of the bequest where the surviving 
spouse dies within a limited period or 
in a common disaster, it is exceedingly 
important to be clear that in the event 
the surviving spouse does not so die, 
any powers of appointment in a life in- 
surace policy or otherwise will be op- 
erative from the date of death and not 
from the date when the condition has 
been eliminated. For example, where a 


bequest or life insurance policy is stated 
to be conditioned on survival for more 
than six months and is dependent for 
its deductibility on its power of ap- 
pointment clause, it should be clear 
that the power can be exercised by the 
surviving spouse at any time after the 
death of the deceased; otherwise the 
bequest will not be deductible even 
though the spouse survives the six 
months, because the power would be 
held to be not exercisable “in all events” 
as the statute specifies. 


Few cases reported 


One of the few reported cases on 
the subject of marital deduction was 
decided in 1953 by the United States 
District Court in the Western District 
of South Dakota.! The reported deci- 
sion does not state the terms of the will, 
but it seems that a bequest, conditioned 
on survival until distribution, was al- 
lowed as a marital deduction since dis- 
tribution did occur within the six 
months’ period, in the face of vigorous 
opposition by the Commissioner. The 
opinion indicated that the judge was 
greatly influenced by the evident intent 
of the testator to provide a marital de- 
duction. On appeal, the case was re- 
versed. 


Revenue Ruling 54-121 


In Revenue Ruling 54-121, the Com- 
missioner ruled that a payment of in- 
surance proceeds, conditioned upon sur- 
vival of spouse to the time of proof of 
decedent's death, is a “tainted asset” 
and not a part of the marital deduction, 
even though the payment might in fact 
be made within a very short time and 
within the six months’ period. The Rul- 
ing depends on the fact that it does 
not have to occur within the period. 
The Ruling itself points out that it is 
squarely in conflict with the lower court 
Kellar decision in basic reasoning. 


Allocation of taxes 

The adjusted gross estate is reduced 
by certain deductions which do not in- 
clude estate and inheritance taxes.? On 
the other hand, the statutes specifically 
provide that the marital deduction 
should be reduced by any death tax 
applicable to it. Consequently, if it 
is desired to obtain the full 50% deduc- 
tion, care must be taken to prevent allo- 
cation of estate and inheritance taxes 
to the bequest and deduction there- 
from. Of course, it can be avoided by 
appropriate provisions in the will. How- 
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ever, the usual provision throwing all 
the taxes against the residue will only 
make the situation worse where the 
marital bequest is to be paid out of the 
residue. 

Recently a Revenue Agent took the 
position that a will, which had no pro- 
vision relative to payment of taxes and 
had a marital bequest in the popular 
form to provide the maximum, should 
be construed as requiring the federal 
and state death duties to be paid out of 
residue, and not out of the marital be- 
quest, in view of the specification that 
the bequest should be the maximum. 
This case went before the Appellate 
Division on a value question, and this 
rule of construction was there followed 
also, but reluctantly and only after an 
argument. This is a somewhat tenuous 
authority on which to rely; it is better 
to make the will specific on the point. 


Separate trusts 


As we have stated, the 1954 Code 
removed the requirements that a life 
estate with power of appointment must 
be in trust and also that the whole of 
the corpus was necessary to a deduc- 
tion, as distinguished from a_ specific 
portion. Desirable as these changes are 
to eliminate traps for the unwary and 
for wills which have not been revised 
since 1948, the things which the statutes 
formerly required are still desirable 
otherwise than merely to obtain the 
marital deduction. 

Thus several separate trusts, instead 
of fractions of one trust, are desirable 
from an income tax standpoint, as every 
estate planner knows. 

Likewise, such a trust, instead of a 
life estate with power, does avoid the 
second expense of administration; and, 
where the power is not exercised, it 
even avoids state taxes in such states 
as do not tax the non-exercise of a 
power. Its only disadvantage seems to 
be the introduction of complexity into 
the will, though this may be a small 
price for these advantages. 

Those who have worked with the 
regulations are familiar with the five 
rules specified as to each trust,* which 
give no particular difficulty and on the 
whole seem quite reasonable and in 
accord with the purpose of the statute. 
Essentially they spell out what has 
been said here. Probably the forthcom- 
' Kellar v. Kasper, 53-2 U.S.T.C. W.D.S. Dak., 

1953, reversed by the Court of Appeals for the 

Eight Circuit. 

2 §2056(c)(2). 


® §$2056(b)(4). 
‘ Treas. Regs. 105, §81.47a(c). 
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ing regulations will extend these rules to 
the non-trusteed bequest. It is important 
to note that, as pointed out before, the 
power of appointment must be effective 
and available at the original death even 
though it is permissible to postpone 
enjoyment of income during administra- 
tion of the estate. It hardly needs stat- 
ing that a binding agreement as to the 
exercise of the power will destroy it and 
make the bequest nondeductible. It is 
also of some importance that text writ- 
ers believe that a bequest through such 
a trust of nonproductive assets, such as 
a depletable property, might be held 
to show intent not to give income to 
the spouse, and that it is safer to pro- 
vide the fiduciary with power to con- 
vert such property to other property. 


Clauses in insurance policies 

The rules as to life insurance where 
there is a power of appointment are 
much like those dealing with a trust 
and power of appointment. Originally 
there was a good deal of doubt as to 
whether the statute recognized the 
right of withdrawal as a power of ap- 
pointment, but fortunately that was 
cleared up affirmatively by a retroactive 
amendment before 1948 was over. 

Most policies that have been written 
subsequent to the establishment and 
understanding of the Revenue Act of 
1948 are so drawn as to meet all re- 
quirements for marital deduction where 
that is desired and do not contain hid- 





“FORMULA CLAUSE” 


“I give and bequeath to the trustees 
hereinafter named, to have and to 
hold the same in trust for the fol- 
lowing uses and purposes, such 
amount as will be required to ob- 
tain the maximum marital deduc- 
tion in my estate for federal estate 
tax purposes, viz., fifty percent 
(50%) of my adjusted gross estate 
as reduced by the value of other 
property included in my _ gross 
estate for federal estate tax pur- 
poses which passes or has passed 
to my said wife in such a manner 
as to qualify for the marital deduc- 
tion, all computed upon the value 
used initially by my executors for 
purposes of filing returns, such be- 
quest to include only assets which 
qualify for said marital deduction.” 
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den provisions which unintentionally 
tend to knock out the deduction. Where 
it is desired to include the proceeds 
of older policies in the marital deduc- 
tion, it is of value to scrutinize them 
very closely. 


Disclaimer 

Finally the statute, Section 2056(d), 
provides that a spouse may cut down a 
marital bequest by a disclaimer, but 
that no marital bequest may be en- 
larged by a disclaimer of anyone else. 
The first part of this rule does offer an 
opportunity to cut down an excess of 
marital deduction where circumstances 
have changed or planning has been lack- 
ing and the net effect of the marital 
deduction bequest before disclaimer is 
costly because of its being too large. 


Matters not explicit in statutes 

There are several matters to consider 
on this, outside of the express statute 
covering the marital deduction. 

(a) Before the Revenue Act of 1954, 
there was an important leakage of taxes 
in connection with the marital deduc- 
tion in that the credit for estate taxes 
paid on deaths within the preceding five 
years was denied as to all property 
passing after 1947 from spouse to 
spouse, whether by death or living gift 
and whether creating marital deduc- 
tion or not. The most important thing 
to watch under that state of affairs was 
a bequest of more than fifty per cent to 
the wife, which gave her assets, which 
created a tax in her estate, but no credit. 
It could be avoided, of course, by the 
classic trust of life interest with remain- 
der over to the next generation. This 
is no longer a problem as Section 2013 
of the 1954 Code permits credit of pre- 
viously paid estate taxes on property re- 
ceived from a spouse after 1947 but 
excludes only that which created the 
marital deduction. This is fair. 

(b) In many estates there are certain 
assets, be they stocks or real estate, on 
which extensive appreciation is antici- 
pated to occur in the future. This is 
particularly true in some closed cor- 
porations. It is to be seen that care 
should be taken to steer this property 
away from the marital deduction, per- 
haps to an ordinary non-appointive trust 
with remainder in the next generation 
so as to keep this appreciation from 
building up in the estate of the survivor; 
otherwise such a build-up could easily 
consume the benefits of the marital de- 
duction. It follows from the same rea- 


soning that it would be desirable to use 
property likely to depreciate, either 
physically or otherwise, in connection 
with marital deduction. This is on the 
same theory as that under which a trust 
may be set up in estate planning for 
consumption of principal by the surviv- 
ing spouse so as to minimize her estate 
as an additional saving over the original 
marital deduction. 

(c) Where opportunity permits, sav- 
ings may sometimes be achieved in a 
review of the marital deduction during 
the period between the date of death 
and the initiation of probate or the filing 
of proofs under insurance policies. It is 
entirely possible that changes of circum- 
stances or valuation of assets may re- 
sult in a bequest which is in excess of 
marital deduction, although intended to 
provide the same and that disclaimers 
and insurance elections might be made 
at this stage to bring the maximum of 
marital deduction savings to the estate, 
while such actions might be precluded 
later. 

(d) In every estate of size, a study 
is necessary, of course, at the anniver- 
sary of death to ascertain which date of 
valuation should be elected by the ex- 
ecutor. This familiar study should now 
be supplemented by a consideration of 
the marital deduction at the same time. 
The conditions necessary to establish 
marital deduction, such as lack of ter- 
minability, effectiveness of power of ap- 
pointment, etc., exist only as of the 
date of death and do not enter into 
the study a year later. Nevertheless the 
valuation for the marital deduction will 
follow the date of principal election 
(including disposal date if sold during 
the year) and the value of such assets 
might change so as to be entirely differ- 
ent from the value of the estate as a 
whole and thus produce a change in the 
marital deduction which might influ- 
ence the election as to valuation date. 


Use of marital deductions 


(a) On extensive consideration of 
formulae and tables and even mechan- 
ical counters, I have come to the con- 
clusion that, while these devices may 
give horseback answers, the only safe 
method involves analysis of the estates 
of husband and wife and actual trial 
computations based on different hy- 
potheses as to testamentary plans. Gen- 
erally, of course, the closer one can get 
the estates of the two spouses to equal- 
ity, the closer one obtains the theoreti- 
cal maximum tax-saving, and this goal 
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could then be modified by use of rea- 
sonable judgment to take care of im- 
portant non-tax problems. Unfortunately 
this theoretical simplicity is ruined by 
several considerations which include: 

(a) The duplicate state taxes re- 
sulting from the marital bequest 
as distinguished from a life 
estate with remainder over; 

b) duplicate administration  ex- 
penses for the same reason; 

(c) ages of the parties and probable 
length of survival of one spouse 
beyond the other; 

(d) the advantage of postponing a 
large part of the tax to the death 
of the survivor; thus easing the 
problem of providing liquid 
funds and also making the liquid 
funds available for the use of 
the survivor, leaving the next 
generation to struggle with 
liquidity, liquidation or sale of 
closely held businesses, etc.; 

(e) the income earning potential 
of the postponed tax; 

(f) the possibility of using depre- 
ciating assets or reducing mari- 
tal trusts as the subject of the 
marital bequest. 

From the foregoing, it will be seen 
that the conclusion of whether and how 
to use the marital deduction statute 
either by bequest or gift (even after 
due allowance for personal non-tax 
problems) is one which must be ar- 
rived at by patient trial and error, giv- 
ing heavy weight to dollar saving along 
with due consideration to matters of 
convenience as well. I have seen pub- 
lished tables showing that in Wisconsin 
the maximum benefit of a marital de- 
duction is reached where one spouse 
has an estate of $200,000 and the other 
zero and becomes a costly disadvantage 
when one estate is $500,000 and the 
spouse’s is zero. In the face of such 
tables, I have seen substantial advan- 
tages obtained in the use of marital 
deduction in larger estates and with 
larger discrepancies between the two 
estates simply because of the use of a 
reducing marital trust or a wasting as- 
set. A good example of a wasting asset 
is an employment contract which pro- 
vides for payment to the widow for a 
given span of years and then ceases. A 
marital trust permits the 
widow to take both principal and in- 
come from the trust and live it up, or 
give it to her children if in excess of 
her needs, so that those assets appear 
in neither estate if she survives a reason- 
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able time: In such a plan security can 
be provided by the trust provisions as 
to the residue. Insurance options may 
be worked out to the same effect, while 
getting the $1,000 per year interest sav- 
ing. 

It will be seen that there is an infinite 
variety of circumstances and combina- 
.tions in estate planning, and that the 
subject does not lend itself to rules and 
tables. 

(b) I have been requested to furnish 
a “formula clause” and discuss its use. 
I have attached to the outline a formula 
clause which we believe will provide a 
maximum deduction where that is de- 
sired. (See box below. Ed.) A formula 
for maximum may be desirable in a 
well-organized estate where the widow 
is likely to work closely with counsel 
because, while there may be many situ- 
ations where a marital deduction of 
less than the maximum would be de- 
sirable, this can be achieved through 
the disclaimer after the testator’s death. 
Obviously this is unwise for reliance 
where it will not be reviewed and con- 
sidered at the proper time. With this 
caution, I see no objection to using a 
maximum clause. The clause submitted 
to you does not deal with the six months’ 
survival privilege and common disaster, 
either of which may be desired in some 
cases and not in others, or with the 
simultaneous death statute. This can 
be added by appropriate language after 
the recommended clause. 

(c) New IRC Section 2523 allows a 
deduction of 50% of each gift made to 
a spouse with the substantially same 
limitations, definitions, and qualifica- 
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tions which are involved in the estate 
tax. The changes made by the 1954 
Code in the estate tax as discussed also 
appear with regard to the gift tax. For 
occasional gifts between spouses, of 
course, the deduction is simply a tax- 
saving. For estate planning the question 
of gifts between spouses is usually as- 
sociated with the same study which 
produces the decision as to the scope 
of marital deduction desired in the will. 
A living gift is, of course, cheaper tax- 
wise than a bequest for three reasons: 


(a) The rates are lower. 

(b) It falls into a separate set of 
brackets. 

(c) It removes the tax itself from 
the estate and thus saves the 
tax on the tax. 


Where such a gift is indicated other- 
wise, it becomes even more desir- 
able where a marital deduction can be 
available under the gift tax rates. Of 
course, the reduced gift tax has to enter 
the detailed computations which are 
necessary to the estate planning. This 
subject is so well covered by other 
writers currently, that I merely men- 
tioned it here in passing. 


Conclusion 


It is suggested that the two out- 
standing conclusions on this subject are, 
first, the importance of re-checking 
estate plans, wills and insurance poli- 
cies frequently, both before and after 
death, because of changes in factual 
situations; and, secondly, the impossi- 
bility of reducing the subject to rules 
and formulae. bs 


Time may run out on payment-of-premium 


tax advantage under 1954 Code 


C1 OME CONGRESSMEN are campaigning 
\ for restoration of the payment-of- 
premiums test to the law. If this is done, 
we are reminded by Lybrand, Ross 
Bros. & Montgomery, the assignment of 
life insurance policies will not cause 
them to escape estate tax. However, 
prior experience (the payment-of-pre- 
miums test has been in and out of the 
law before) indicates that if the test is 
restored to the law, Congress probably 
will not apply the amendment retro- 
actively. Thus, policies assigned before 
the law is amended will probably escape 
estate tax, except to the extent that the 


insured pays the premiums after the 
law is amended. 

Taxpayers who assign their policies 
before Congress has an opportunity to 
amend the law may find that they have 
taken advantage of short-lived favor- 
able legislation. Taxpayers who post- 
pone assignment too long may find that 
Congress has closed the door. 


How the tax advantage works 

Under the old Code, the proceeds of 
an insurance policy upon the life of a 
decedent were subject to federal estate 
tax if any one of three tests were met: 
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(1) the policy was payable to the dece- 
dent’s estate, (2) at the time of his 
death the decedent had any incidents 
of ownership in the policy (right to 
designate or change beneficiaries, bor- 
row on the policy, surrender it for cash, 
assign it, etc.), exercisable either alone 
or in conjunction with any other person, 
or (3) the decedent had paid the pre- 
miums (if the decedent paid only part 
of the premiums, only a proportionate 
part of the proceeds were subject to 
tax). 

The new Code omits the third test, 
thus enabling taxpayers to avoid estate 
tax by irrevocably assigning their life 
insurance policies. While such assign- 
ments may give rise to gift tax liability, 
they constitute a valuable estate plan- 
ning technique. The technique must, 
however, be applied with caution. 

Proper consideration must be given 
to the decedent’s over-all estate plan, 
the effect on donee’s estate tax, the prob- 
able conduct of the donee after the gift, 
the family relationship, and the need 
the donor might have for the cash sur- 
render value of the policies, which may 
be considerable. Consideration should 
also be given to the possible desirability 
of assigning the policy to a_ trustee 
rather than directly to the donee. In 
general, no insured should assign a 
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policy unless he would be willing to 
give the assignee an amount of cash 
equal to the cash surrender value of the 
policy. The assignment must be abso- 
lute, with no incidents of ownership 
remaining in the insured, if the proceeds 
of the policy are to escape estate tax. 
The new Code adds as an incident of 
ownership, which will subject the policy 
to estate tax, a reversionary interest 
which exceeds 5% of the value of the 
policy immediately before the dece- 
dent’s death. It is not known whether 
the Treasury will contend that a 5% 
reversionary interest exists merely be- 
cause of the possibility that the donee 
may predecease the insured, who might 
then get the policy back under the 
donee’s will or by operation of law. 
However, if the assignment is absolute, 
it is believed that the possibility should 
not subject the policy to estate tax. 
The gift tax is based upon the re- 
placement value, in the case of an ordi- 
nary life insurance policy, subject to the 
$3,000 annual exclusion and_ the 
$30,000 lifetime exemption ($6,000 and 
$60,000 if the marital deduction or split- 
gift provisions apply). If the insured 
pays the premiums after the assignment, 
each payment constitutes another gift; 
taxable if in excess of the annual exclu- 
sion. w 





Bank account trusts were gifts; not in- 
cludible in donor’s estate. The decedent 
had opened a bank account which was 
carried in his name as trustee for his 
children. No change was made at any 
time prior to decedent’s death in the 
bank’s signature cards or in the form 
of the account. The court held that 
these were absolute gifts, and were not 
includible in the decedent’s estate as 
being made in contemplation of death 
or with power of revocation. The court 
did not discuss the legal rights involved 
in the creation of such a bank account 
under the laws of the State of Cali- 
fornia. Fair market value of other prop- 
erty determined. McKanna, DC Calif., 
9/28/55. 


No partnership income to estate. De- 
cedent was a member of a partnership 
whose year ended January 31. He died 
November 21, 1947. The partnership 
agreement provided that if both part- 
ners survived the partnership year, each 


was to receive half the profits after part- 
ners “salaries” as his distributive share; 
if one died during the year, his distribu- 
tive share was to be limited to the 
“salary.” For estate-tax purposes, he 
never had more than a potential right 
to profits in excess of his “salary,” and 
as his death prevented that right from 
maturing, no interest in the earnings of 
the partnership to date of death in ex- 
cess of his salary was includible in his 
gross estate. Life insurance taken out 
by and payable to the partnership on 
his life was not taxable in the estate, as 
he in his individual capacity had no 
incidents of ownership in the policies. 
Estate of Knipp, 25 TC No. 24. 


Beneficiary has “right” to trust income; 
his creditors could reach it. Decedent, a 
resident of Indiana, had created a trust 
retaining for life the right to income to 
the extent of $100 a month. The bal- 
ance of the income was distributable to 
him in the trustee’s discretion. Because 





under Indiana law the decedent’s credi- 
tors could have reached the income 
which was distributable in the trustee’s 
discretion, the decedent was held to 
have sufficiently retained the right to all 
the income to cause the entire corpus 
to be includible in his gross estate. Uhl 
Estate, 25 TC No. 5. 


Retroactive application of premium- 
payment test unconstitutional. On 
January 21, 1941, the decedent ab- 
solutely assigned certain insurance 
policies to his children. He had paid the 
premiums before the assignment, but 
the children paid them thereafter. He 
died in 1943, and the government in- 
cluded in his taxable estate a portion of 
the proceeds of the policies, based upon 
the ratio of the premiums paid by the 
decedent and by his children. The 
Revenue Act of 1942 had again pro- 
vided that the taxable estate should 
include policies payable to beneficiaries 
other than the estate if the decedent 
had paid the premiums thereon. The 
proceeds includible would be the same 
per cent of the total as premiums paid 
by the decedent were of the total 
premiums. It had further provided that 
premiums paid prior to January 10, 
1941, by the decedent should not be 
included in the computation. However, 
this court finds unconstitutional the 
retroactive application of the law. Prior 
to the date of the 1942 Act decedent 
had completely transferred the policies. 
No part of their proceeds could be 
included in the estate. The government 
had argued that the increase in value 
of the policies at the moment of the 
decedent’s death was a transfer prop- 
erly subject to tax. Such an argument 
would mean that insurance, regardless 
of ownership at the testator’s death, 
could necessarily be includible; the 
estate tax is constitutional only if the 
ownership is direct. Harley Estate, 
CA-7, 10/13/55. [See additional com- 
ment on this subject on page 43. Ed.] 


Claim for refund timely under Techni- 
cal Changes Act of 1949. A_ trust 
created by the decedent was included 
by the Commissioner in his taxable 
estate on the theory that he had re- 
tained a reversionary interest. Actually, 
as the Commissioner later conceded 
there was no taxable reversion, and the 
deficiency had been erroneously as- 
sessed. After the deficiency was paid, 
the Technical Changes Act of 1949 
exempted certain types of reversionary 
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interests from the estate tax. Claims 
for refund could be filed within a year 
of its enactment by estates granted re- 
lief under the act. The estate, in this 
case, filed its claim within the one year 
period, but after the period for which 
a regular claim could have been filed 
with respect to its deficiency. The 


Commissioner contended that the claim 


was filed too late. He said that the re- 
quested refund arose under prior law 
rather than as a result of the relief 
granted in the Technical Changes Act 
of 1949. Therefore, the extension of the 
statute of limitations in that act did 
not apply. Without stating whether or 
not the Commissioner’s position was 
technically sound, the court held that 
“substantial justice” required the find- 
ing that the claim was timely filed. 
Smith Estate, DC Minnesota, 9/19/55. 


State court decision that gift was ad- 
vancement increases “tax estate” and 
marital deduction. At the time of his 
death, the decedent owned a substan- 
tial number of U.S. government bonds; 
his daughter was a co-owner. In his 
will, the rest of his property was also 
left to his daughter. His wife elected to 
take one-half the estate, as allowed by 
law, rather than accept the will. The 
state probate court held that the bonds 
passed to the daughter were simply an 
advancement against her share of the 
estate, and should be included in the 
estate in computing the amount to 
which the wife was entitled by her elec- 
tion. The widow’s portion was increased 
by this decision, but the Commissioner 
refused to increase the marital deduc- 
tion. On appeal the court held that the 
government was bound by the state 
court decision arrived at in an adver- 
sary proceeding, and the larger marital 
deduction was allowable. Moore, CA- 
10, 9/1/55. 


Face value of pledged policy qualifies 
for marital deduction. Decedent at time 
of death owned a $10,000 life insur- 
ance policy, payable to his wife, which 
had been pledged as security for his 
debt. The full proceeds of the policy, 
and not merely the unencumbered bal- 
ance, qualified for the marital deduc- 
tion. The policy, pledged as collateral 
security, was not the primary source 
from which the debt was to be repaid. 
Gwinn Estate, 25 TC No. 7. 


Court determines fair market value of 
realty. The fair market value for estate 


tax purposes of improved real estate 
was determined as $675,000. The tax- 
payer had contended for a valuation of 
$600,000, the Commissioner for $950,- 
000. Both sides submitted testimony of 
experts but there was no evidence of 
sales of reasonable comparable proper- 
ties. Stowers Estate, TCM 1955-277. 


Amount allowable as marital deduc- 
tion affected by executor’s treatment of 
administration expenses. The decedent 
bequeathed to his surviving spouse one- 
half his adjusted gross estate “as de- 
termined for estate-tax purposes;” the 
executors elected to claim administra- 
tion expenses as income-tax deductions 
rather than estate-tax deductions. The 
effect of this election is to increase the 
taxable estate and the spouse’s share 
under the formula because in such a 
case the adjusted gross estate, as well 
as the interest actually passing to the 
surviving spouse, is not to be reduced 
by administration expenses not allowed 
as estate-tax deductions. Rev. Rul. 55- 
643. 


Waiver of community property rights 
held effective for income-tax purposes. 
Taxpayer was the executor of a Cali- 
fornia decedent. In his will, the dece- 
dent created a trust under the terms of 
which his wife was the beneficiary. 
This provision was, however, condi- 
tioned on the wife’s waiving her right 
to take one-half of the community prop- 
erty. The wife did waive such right, and 
exercised her powers under the will. On 
the estate income-tax return, only one- 
half of the income from the admin- 
istered property was reported; the other 
half was reported on the wife’s income- 
tax return. The government claimed 
that all the income should have been 
reported on the estate income-tax re- 
turn. The court agreed, holding that the 
action by the wife in waiving her com- 
munity property rights was binding un- 
der California law and would be fol- 
lowed for tax purposes; by virtue of it 
all the income belonged to the estate. 
Gibson Estate, DC Calif., 9/23/55. 


Donor’s retained-trust interest must be 
valued by Commissioner's tables. A 52- 
year-old donor created a trust for the 
benefit of named individuals but re- 
tained $400 a month as a lifetime an- 
nuity. The value of the taxable gift to 
the others was determined from the 
applicable tables in the gift-tax regula- 
tions. Taxpayer could not value the gift 
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by deducting from the value of the 
property transferred the cost of an an- 
nuity paying him $400 a month. Bow- 
den, TCM 1955-284. 


Estate does not include community 
property originally husband's separate. 
[Acquiescence.] The decedent and her 
husband created a trust of community 
property in which she had a life estate. 
Under the statute applicable in 1945 
the transferred property would be in- 
cludible in her estate because of the life 
interest except that the statute also 
excepted community property in so far 
as it had not originated with the trans- 
feror. The Tax Court held the trust not 
includible in decedent’s estate because 
the property had come from her hus- 
band. Clapp Trusts, 22 TC 1214; Acq. 
IRB 1955-41. 


Premium payment test under 1939 
Code. [Acquiescence.] Decedent's wife 
took out a policy of insurance on her 
husband's life. The Tax Court held that 
the premiums were not paid directly or 
indirectly by the husband. The pro- 
ceeds were therefore not includible in 
his estate. (Premium payment test 
dropped in Sec. 2042 of 1954 Code.) 
Selling, 24 TC No. 26, acq. IRB 1955- 
40. [See additional comment on pages 
43 and 44. Ed.] 


General power held taxable despite con- 
tingency. Decedent died survived by 
her brothers and sisters A, B, and C. 
The will of their mother had provided 
that if B and C did not survive A, the 
corpus of a trust would be distributed 
at A’s death as directed by decedent. 
The Service holds that decedent had a 
general power of appointment over the 
corpus. The value of this interest actu- 
arially computed is includible in dece- 
dent’s estate. The contingency, that B 
and C predecease A did not restrict the 
exercise of the power; it merely quali- 
fied the property interest subject to the 
power. Rev. Rul. 55-486. 


Estate taxable on only half of com- 
munity property income. The case is 
here dismissed on stipulation of the 
parties. The question is the same as 
that presented in the Sneed case. In 
that case, as here, the question was the 
taxability of income from community 
property after the death of one spouse. 
It is held that the estate is taxable on 
only one-half of the income. Estate 
of W. D. Haden, CA-5, 8/11/55. 
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Tax considerations in switching from 


a partnership toa corporation 


If a corporation is selected as the advisable business form, care must be exercised 


in the actual details of incorporating. A false step can be very costly, can wipe out 


the hoped-for tax savings. On the other hand, proper planning of the method of 


incorporation may increase the tax advantages of the corporate form. In any case, 


an incorporation should be handled in a way that will leave the company in a 


position to switch again if future conditions make a change advisable. 


—— IF THE CORPORATION has been 
- chosen as the best form of business, 
there are three reasons why it may be 
advisable to start operations as a part- 
nership or sole proprietorship with a 
view to changing to a corporation later. 

1. Early loss. There is always the 
chance that the first months of any new 
business will show losses. A corporation 
can use this loss to reduce future vrof- 
its. However, if incurred by a partner- 
ship or individual proprietorship, the 
loss can reduce personal income imme- 
diately with a consequent cut in taxes. 

If the individual is in an upper surtax 
bracket, his tax saving by the use of the 
loss either in the current or preceding 
year may be more than any expected 
tax saving which could result to the cor- 
poration in later years when profits are 


. realized. 


Recommendation: A possible way of 
“having your cake and eating it too” 
is to operate the business as a partner- 
ship or individual business until the loss 
period ends . . . then shift te a cor- 
poration. The benefits of the losses 
would thus be available to the individ- 
ual or partner, while the profits will be 
reported by the corporation. Also, the 
switch from partnership to corporation 
can be accomplished without any addi- 
tional tax burden. 

2. Dropping business. There is an- 
other advantage in starting a business as 
a partnership. If the venture is found to 
be unprofitable and is abandoned, the 


entire loss can be used to offset other 
personal income. If the loss exceeds that 
year’s income, it can be carried back 
or forward as a business loss. Under 
the corporate form, only a restricted 
amount of the loss would be deductible 
(as a capital loss from worthless stock 
or from the liquidation). 

3. Change in income estimates. Even 
though no loss is expected, the opera- 
tion of the business as a partnership for 
a limited period can give the owners a 
valuable test period to compare their 
estimated income with actual income. 
After all, the decision to adopt a cor- 
poration must be based on an estimate 
of future earnings and future tax con- 
ditions. If the actual earnings don’t live 
up to expectations or if the tax climate 
changes, there is still a chance to change 
plans without tax cost, or to postpone 
the incorporation until the earnings do 
begin to meet the estimates. 


Change can be tax-free 


A partnership or individual proprie- 
torship may transfer its property to a 
corporation solely in return for stock 
or securities without realizing any tax- 
able gain or loss, if the partners after 
the exchange have at least 80% of the 
outstanding voting stock and at least 
80% of the total number of shares of 
all other classes of stock of the corpora- 
tion. 

In most cases, these requirements are 
automatically met in incorporating a 


business, so that changing from a part- 
nership to a corporation will usually 
involve no tax. 


Transferring property to corporation 


Although transfers to corporations 
may be tax-free, it will pay to be selec- 
tive in choosing assets to be turned over 
to the corporation. Here is how it works 
out: 

1. Appreciated property. If the indi- 
vidual or the partnership transfers prop- 
erty to a corporation with a cost con- 
siderably less than the present market 
value, then any profit on the sale of the 
assets by the corporation will be taxed 
to the corporation rather than the in- 
dividual. Subsequent distribution of the 
proceeds to the stockholders would 
mean a double tax, since the dividend 
will be taxable to the stockholders. 
Even if the proceeds are not to be dis- 
tributed, the profit on the sale increases 
the earnings and profits of the corpora- 
tion, leading to greater pressure to dis- 
tribute that surplus because of the pen- 
alty for unreasonable accumulation. 

Also the door might be closed to any 
future shift of the property from the 
corporation, because the appreciation 
in value would become taxable in the 
event of any subsequent dissolution . . . 

Illustration: A business owns valuable 
trade marks and patents, nominal in 
cost but worth $500,000. If these are 
transferred to a corporation, a future 
liquidation could cost a capital gains 
tax of $125,000 just to get the assets 
back to the unincorporated business. 
This could make a future dissolution 
prohibitive regardless of the fact that 
the corporation otherwise became an 
unprofitable business form. 

Recommendation: For the above rea- 
sons, it may be advisable to retain 
appreciated assets in the partnership, 
and lease them to the corporation for 
limited periods of time. This would 
minimize the risk of heavy tax on liqui- 
dation and also permit a splitting of 
income through rent payments to stock- 
holders. 

A similar situation exists where, on 
the transfer of an entire business to a 
corporation, the good will attached to 
the business falls into the category of 
appreciated assets. Often the transfer 
of good will to a corporation is unavoid- 
able, but sometimes the good will 
attaches to some assets such as a fran- 
chise, property location, etc. By holding 
the property which gives rise to the 
good will in the partnership, a good 
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portion, if not all, of the good will can 
be kept out of the corporation. 

2. Depreciated property. If property 
worth less than cost is transferred to a 
corporation, the subsequent sale results 
in a loss to the corporation rather than 
to the individual. But the basis of the 
stock in the hands of the former partners 
or individuals retains the previous high- 
cost basis of the property transferred. 
\ decision to transfer depreciated assets 
to the corporation depends on whether 
(a) the individual can use the loss to 
offset other income, (b) the loss would 
be a capital or an ordinary loss, or (c) 
the corporation could gain a greater tax 
advantage by offsetting the loss against 
income. 


Basis of partnership assets 
may be changed 

In switching from a partnership to 
a corporation there are several routes to 
use, each leading to different results: 

1. The partnership can _ transfer 
assets directly to the corporation in re- 
turn for its stock. The assets in the 
hands of the corporation will have 
the same basis as to the partnership. 
The partnership can retain the stock 
or transfer it tax-free to the partners. 

2. The partnership can transfer the 
assets to the partners, who in turn can 
transfer their interests in the property 
to the corporation in return for stock. 
The tax results depend on whether the 
distribution is in complete liquidation 
of the partners’ interests or merely a 
partial liquidation. 

(A) On a complete liquidation, the 
basis of the assets in the hands of the 
partners (and thus in the hands of the 
corporation as well) is the basis of each 
partner’s partnership interest allocated 
over the assets as follows: First, an 
amount equal to the partnership’s basis 
for unrealized receivables and inventory 
items is allocated to those items. Any 
remaining basis of the partnership inter- 
est is allocated over the remaining assets 
in accordance with their basis to the 
partnership. 

Where the basis of the partners’ 
interests is greater than their pro- 
portion of the basis of assets to the 
partnership, the transfer can result in 
a jacked-up basis to the corporation. 

Illustration: The ABC partnership 
(on the accrual basis) has the assets 
listed below with the basis shown. The 
partners’ basis for their interests is 
$145,000. The higher amount is due to 
purchases and inheritance which reflects 


good will and value of the assets. 

If the partnership had transferred the 
assets to the corporation in return for 
stock, the basis of the assets would 
have been unchanged. 


On transfer, 
basis to partners 


Basis to part- & corporation 


nership is becomes 
Cash $ 10,000 $ 10,000 (same) 
Accounts 
Receivable 30,000 45,000* 
Inventory 30,000 30,000 (same) 
Fixed Assets 40,000 60,000* 


$110,000 $145,000 
* After allocating $40,000 of basis of partnership 
interest to cash and inventory, remaining basis is 
allocated in ratio of basis of accounts receivable 


and fixed assets to partnership ($30,000 to 
$40,000 ). 


(B) On a partial liquidation, the 
basis of the partnership assets remains 
the same in the hands of the partner, 
limited however to the basis of his part- 
nership interest. By the use of this 
route, it appears that a capital loss may 
be realized (where the partner’s basis 
for his partnership interest exceeds his 
share of the basis of partnership assets) 
despite the absence of any economic 
loss. 

Illustration: Assume the same facts as 
in the preceding illustration except that 
the ABC partnership distributes its 
fixed assets and inventory in 55 and 
continues to operate the partnership to 
liquidate its accounts receivable. All re- 
maining assets and cash are distributed 
in 56. The apparent tax effect is as 
follows: | 


Basis to partners and corporation 


Inventory $30,000 
Fixed Assets _ 40,000 
$70,000 


Basis of partners’ interests after distribution: 
$75,000 ($145,000 less $70,000) 

Amount received in ’56 in complete liqui- 
dation: $40,000 

The remaining $35,000 is treated as a capi- 
tal loss from the sale of a partnership 
interest. 

The tax uncertainty in this area is 
whether the Treasury will view the 
transaction as a partial liquidation in 
55 followed by a complete liquidation 
in ‘56, or whether the entire series of 
distributions will be viewed merely as 
a part of a complete liquidation. If the 
latter, the rules for a complete liquida- 
tion would govern. 


Making deal taxable may be wise 


In a nontaxable transfer, the basis of 
the property to the corporation will, in 
general, be the same as it was in the 
hands of the unincorporated business. 
However, in certain cases it may be 
advisable to realize a taxable gain. If 
the property has increased in value, the 
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partners may be willing to pay a capi- 
tal gains tax in order to increase the 
basis of the property to the corporation. 

If a taxable transfer is desired, the 
transaction should be guided so that it 
doesn’t qualify for the tax-free status 
described at page 46. 

Illustration: A & B own a patent 
which has a zero basis but is worth 
$100,000. It has ten years to run. A & B 
transfer the patent to a new or existing 
corporation in a taxable transaction 
(sold for cash, etc.). They realize a 
long-term capital gain of $100,000. The 
tax on this can’t exceed $25,000. How- 
ever, the corporation can amortize the 
$100,000 over ten years. If its top 
bracket is 52%, this can save $52,000 
for the corporation. 

Another advantage of a transaction 
of this sort is that it can draw out cash 
from the corporation at capital gains 
rates. 

Observation: But note that ordinary 
income, not capital gain, will result 
from a taxable transfer if the transferred 
property is depreciable property and 
80% of the corporate stock is owned 
by the transferor, his spouse, minor 
children and grandchildren. 

Observation: Before deciding on a 
taxable transfer, remember the risk you 
take in connection with good will. If 
the Treasury can successfully maintain 
that you’ve transferred valuable good 
will in addition to the other assets, you 
may find yourself saddled with a much 
greater capital gains tax than you ex- 
pected to pay. 

Observation: A loss on a_ taxable 
transfer of assets from a partnership to 
a corporation will not be allowed. 


Taxable transfer made to partnership 


A stepped-up basis at the cost of a 
capital gains tax can also be accom- 
plished in connection with a partner- 
ship. Gains and losses on sales between 
a partner and his partnership will be 
recognized in a fashion similar to those 
between a stockholder and his corpora- 
tion. Profit on depreciable business 
property sold to the partnership will be 
treated as capital gains so long as the 
selling partner doesn’t own more than 
an 80% interest in the partnership. 

Illustration: A and B are 60-40 part- 
ners and unrelated. The partnership can 
use equipment owned by A. This has 
a value of $50,000 and a basis to A of 
$30,000. If the partnership buys the 
machinery, A has a long-term capital 
gain. The partnership can then deduct 
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an added $20,000 as fully deductible 
depreciation. 


Undercapitalize a corporation 

The penalty surtax on unreasonably 
accumulated earnings is imposed when 
(a) there is a substantial amount of 
accumulated earnings, and (b) there is 
an undue amount of liquid assets or 
extraneous investments. Point (b) may 
be minimized or eliminated by under- 
capitalization of the corporation. If a 
company is originally capitalized to 
take care of present and expected fu- 
ture needs, then earnings immediately 
accumulate as liquid assets. In this sit- 
uation, the penalty surtax on unreason- 
able accumulation of earnings practi- 
cally forces distribution of the profits as 
dividends. However, if a company is 
originally given a minimum amount of 
capital, the earned surplus of the cor- 
poration may increase without corre- 
spondingly enlarging the liquid as- 
sets . . . The earnings are being used 
either to increase inventory, equipment, 
or to pay off amounts originally bor- 
rowed. 

Illustration: An unincorporated busi- 
ness has the following balance sheet: 


Assets 
Cash $ 40,000 
Securities 70,000 
Accounts Receivabk 80,000 
Inventory 100,000 
Fixed Assets 75,000 


$365,000 
Liabilities 
Accounts Payable 


Capital 


$ 15,000 
$350,000 


If all the assets and liabilities were 
transferred to the corporation, the cor- 
poration would face the problem of 
having to pay out dividends as soon as 
the accumulated earnings reach the 
$60,000 exemption level. It would have 
more than enough capital. However, if 


_the corporation were given merely the 


inventory and the fixed assets, the 
accumulation problem disappears. The 
necessary working capital is obtained 
by having the stockholders lend the 
corporation money in exchange for 
bonds or notes or having the corpora- 
tion borrow from banks or other lenders. 
The corporate earnings can then be 
used to repay these obligations instead 
of being distributed as taxable divi- 
dends. 


Including bonds in capitalization 


Two advantages can be obtained by 
using bonds for part of the corporate 
capitalization: 
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1. Interest is deductible. A corpora- 
tion gets no deduction for dividends 
paid on stock, but interest on bonds is 
fully deductible for income tax pur- 
poses. (Both payments, of course, are 
equally taxable to the recipients except 
that dividends are allowed a 4% credit.) 
Thus, the interest on the bonds repre- 
sents an effective method of withdraw- 
ing a portion of the corporate earnings 
without a double tax. 

2. Redemption of bonds is tax-free. 
This has a twofold importance: (a) it 
permits income which accumulates to 
be disbursed tax-free, in effect, via pay- 
ments on the bonds; and (b) as liquid 
funds unneeded for business purposes 
accumulate in the corporation, they may 
be siphoned off by redeeming the bonds. 
The reduction of the liquid assets of the 
corporation will minimize the possibility 
of the penalty for unreasonable ac- 
cumulation of earnings. 

Recommendation: It’s important to 
make the apportionment between bonds 
and stock when the corporation is first 
formed. At that time the corporation 
may be capitalized in any reasonable 
manner, whereas an established business 
has no such freedom. Once a company 
is functioning, any attempt to replace 
part of the stock with bonds may result 
in a heavy tax penalty where the rela- 
tive equity ownership of the stock- 
holders remains substantially un- 
changed. 

Thus, if common stock was originally 
issued for the entire capital, and the 
company now wants to change the cap- 
italization into part bonds and _ part 
stock because of the resulting tax 
saving, any bonds issued in place of 
the stock may be treated as a taxable 
dividend (assuming sufficient accumu- 
lated earnings). This can make a re- 
capitalization prohibitive. 

Recommendation: If you want to 
place part of the corporate capital in 
bonds or notes, make certain that the 
obligations issued have none of the ear- 
marks of preferred stock; otherwise the 
interest deduction may be disallowed. 
Generally, the bonds should provide 
that interest and principal payments 
are to be made regardless of the profits 
or financial condition of the corporation. 
If payments are made dependent on 
profits or other contingencies, they face 
treatment as dividends rather than as 
“interest.” 


Recommendation: When bonds are 
used, avoid the situation in which only 
a nominal amount is paid in for capital 


stock and an excessively heavy amount 
for bonds. The Tax Court has treated 
bonds as the equivalent of stock where 
the ratio of bonds to stock was top- 
heavy. It’s hard to draw the line on 
just how much can safely be shown as 
debts. But if the ratio is kept at 3°*/2 to 
1 or lower, you will probably be safe. 
The Treasury acquiesced in a Tax Court 
decision which approved a 3'/: to 1 
ratio. 


Procedure on incorporating with bonds 


One phase of the use of bonds bears 
watching. A business can incorporate 
tax-free if the property is transferred 
to the corporation solely in exchange 
for stock or securities of the corporation. 
The question is whether bonds or notes 
qualify as “securities.” If they don’t, 
the incorporation loses its tax-free 
nature. 

One partnership incorporated — by 
transferring its assets and liabilities to 
a new corporation. The partners’ net 
worth was broken down into capital 


stock of $150,000, plus $44,000 and 


$48,000 due to each of the partners in ~ 


a drawing account. Since the amount 
due to the partners was in open account, 
it was not a transfer for stock and se- 
curities. The open account did not qual- 
ify as a security. Thus there was a tax- 
able incorporation. 

Recommendation: But it isn’t difficult 
to avoid this danger. A corporation can 
incorporate with long-term bonds, and 
provide that they are callable in whole 
or part on X days’ notice. This will 
generally accomplish all the desired tax 
purposes and yet retain the status of a 
security. Another method is to transfer 
part of the assets for stock, and later 
on, as the business requires funds, the 
stockholders can lend the corporation 
money in return for notes. 


Bonds with increasing redemption value 
A bond which provides for a steadily 
increasing redemption price rather than 
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annual payments of interest can result 
in attractive tax savings. The tax breaks 
are twofold: 

1. An accrual basis corporation can 
obtain the tax benefit represented by 
the yearly increase as though the 
interest were paid. 

2. A cash basis bondholder pays no 
tax on the increment until the bond is 
redeemed—which may be any number 
of years later. 

But this tax benefit can be obtained 
only if a cash basis bondholder doesn’t 
directly or indirectly own more than 
50% of the value of the outstanding 
stock of the corporation. If he does, the 
expense deduction won't be allowed the 
corporation. 

Part of the investment can be con- 
verted into capital gain to the extent 
that the obligation is redeemed prior 
to its maturity date. The reason is that 
ordinary income is realized only to the 
extent of the original issue discount 
times the number of months the bonds 
were held, divided by the number of 
months from original issue to maturity. 
* A builder or land owner forms a cor- 
poration which takes over the land. 
He owns all the stock. The money 
necessary to finance construction is ob- 
tained by selling to an investor for 
$50,000 a $100,000 7% note due in 
10 years. If the corporation is successful 
and the entire operation is completed 
in a year or so, the corporation will then 
redeem the bond, note, etc., for 
$100,000. The creditor-investor will 
have ordinary income (other than for 
the 7% interest) of only about 1/19 of 
his $50,000 profit, or $5,000, since he 
will have held the note only one year 
out of ten. The remaining $45,000 will, 
of course, be taxable as a long-term 
capital gain. 

From the corporation’s viewpoint, the 
entire $50,000 will be fully deductible. 

Under this type of corporate financ- 
ing, there’s another tax possibility open 
to the investor-creditor. If the corpora- 
tion is successful, and does not dissolve 
but continues to grow, he can sell the 
note after success has been established 
(say in one year) and obtain close to 
the face value. This will likewise give 
him only $5,000 of ordinary income and 
a $45,000 capital gain. The purchaser 
won't have any further ordinary income 
(other than interest), because he will 
have no gain on retirement or sale. 


Bonds with conversion privileges 


From a tax viewpoint there is no 


advantage for a corporation in borrow- 
ing money under an arrangement which 
gives the creditor an option to convert 
his interest into equity capital. Such 
an arrangement may have several dis- 
advantages . . . The stockholder may 
lose control of the corporation or be 
compelled to pay part of the profits to 
a former creditor . . . Also it’s likely 
to result in the loss of a tax deduction 
at a time when profits are at their peak, 
since that’s the time the conversion 
privilege will be exercised . . . The 
interest deduction for which the govern- 
ment was paying a certain portion 
through tax saving is converted into 
a dividend which comes out of the 
original owner’s pocket. 

This is looking at the problem purely 
from a tax viewpoint. Obviously if a 
corporation can raise capital at a reason- 
able rate of interest only by granting 
this option, then there is no real choice. 


Should preferred stock be used? 


Taxwise, preferred stock is not an 
advisable method of financing a corpo- 
ration—although it may be worthwhile 
in terms of avoiding heavy fixed charges. 
The common stockholder gets his share 
of the profits only after the preferred 
stockholder receives his dividend, just 
as he would have to wait until bond- 
holders received their interest. 

Chief difference between using bonds 
and preferred stock is that the govern- 
ment in effect pays a good part of the 
interest on bonds (through interest de- 
ductions) while the corporation bears 
the whole burden of dividends on the 
preferred. 

If there are both preferred stock and 
common stock (instead of bonds and 
stock) outstanding, a conversion of the 
preferred stock into bonds which does 
not disturb the relative interest of the 
stockholders may be treated as a tax- 
able dividend. However, if the pre- 
ferred stockholders are different from 
the common stockholders, or have dif- 
ferent interests, it may be possible to 
switch the preferred stock into bonds 
tax-free, without either a dividend or 
capital gain to the stockholders. 

Use of bonds can give an additional 
important advantage. . . While the law 
specifically provides that a redemption 
of stock which is essentially equivalent 
to the distribution of a taxable dividend 
will be treated as a taxable dividend, 
there is no parallel provision regarding 
the redemption of a bond or other in- 
debtedness. And the Treasury has not 
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attempted to characterize a bond re- 
demption as a dividend. 


Use of limited number of shares 


It’s often advisable to show as small 
an amount as possible for capital stock, 
since many state taxes are based on 
capital as indicated by stated or par 
value stock. A saving may result from 
using a relatively small figure for capital 
stock, and allowing the remaining in- 
vestment to appear as paid-in surplus. 

The issuance of a small number of 
shares has the further advantage of sav- 
ing transfer taxes. The fewer shares is- 
sued, the less transfer stamps required. 
Further, if all the stock were immedi- 
ately issued, it would be necessary to 
amend the charter to increase the 
capitalization, or to have some of the 
stock returned to the corporation as 
treasury stock for resale. This procedure 
would involve double stamp taxes. 

The fact that only a nominal amount 
is shown as capital stock and the re- 
mainder as capital surplus doesn’t mean 
that the corporate structure is neces- 
sarily frozen at those figures. If it is 
later desired to transfer surplus to capi- 
tal stock, this can be done tax-free 
through the issuance of a stock divi- 
dend. A stock dividend isn’t taxable. 
But the capitalization of earnings 
through the issuance of a nontaxable 
stock dividend does not reduce the 
amount of earnings (a) available for 
dividends, (b) used in determining 
whether a penalty for unreasonable ac- 
cumulation is to be imposed. For ac- 
counting purposes, the earnings are 
converted into capital stock. For tax 
purposes, no change in earnings and 
profits is considered to have taken place. 


Danger of losing deductions 


Note that a tax-free transfer to a 
corporation can result in the loss of a 
tax deduction if the unincorporated 
business had any liabilities which were 
contingent or contested at the time of 
incorporation. The previous accrual 
basis business won't be allowed a de- 
duction since the liability wasn’t fixed. 
The subsequent payment of the liabil- 
ity by the corporation will be con- 
sidered a capital expenditure for the 
purchase of the partnership assets 
rather than a deductible expense— 


though it’s difficult to see how the ex- 
penditure could increase the basis of 
any assets acquired from the unincorpo- 
rated business. In a completely tax-free 
incorporation the old basis is carried 
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over intact to the corporation. There- 
fore, the payment by the corporation 
could well be a complete tax loss. 

A danger also exists in the incorpora- 
tion of a cash-basis taxpayer. Unpaid 
liabilities of the unincorporated business 
wouldn’t be deductible by the unincor- 
porated business, and when subse- 
quently paid by the corporation they 
would be considered capital expendi- 
tures. 

If you intend to incorporate any busi- 
ness with liabilities which aren’t deduct- 
ible until settled or paid, it may be ad- 
visable to follow this procedure: (a) Re- 
tain enough assets in the unincorporated 
business to liquidate these liabilities . . . 
(b) All other assets and liabilities can 
be immediately given to the corpora- 
tion . . . (c) Continue the old business 
long enough to pay off the debts. The 
individual owners can then get the 
benefit of the deductions . (d) Any 
assets remaining after the debts are 
liquidated can be transferred to the cor- 
poration. 


Incorporation may bunch income 


Another danger to watch in transfer- 
ring a going business is the possible 
bunching of many years’ income into the 
year of incorporation. This can occur 
where the unincorporated business re- 
ports income on the completed contract 
basis, or on the cash basis. When the 
unfinished contracts are transferred to 
the corporation, the unincorporated 
business will have to pick up all income 
earned to that date on the contracts on 
the percentage-of-completion _ basis. 
Likewise, if a cash basis taxpayer trans- 
fers accounts receivable to the corpora- 
tion, the accounts may have to be in- 
cluded in income for the year of the 
incorporation. 

Avoid this pyramiding of income by 
letting the unincorporated business fin- 
ish the contracts and liquidate the ac- 
counts receivable. 


Watch personal holding 
company penalty 

If you form a corporation (especially 
one to be used to cut down the tax on 
dividends from other corporations, you 
should make certain that it doesn’t 
fall into the personal holding company 
classification. It’s practically impossible 
to retain any of the earnings of such a 
company because the cost is a 75%-85% 
surtax (in addition to the regular corpo- 
rate income taxes) on its undistributed 
income. 
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The penalty surtax was originally 
aimed at the so-called “incorporated 
pocketbook” tax-saving device widely 
used many years back. Under _ this 
scheme, a high bracket taxpayer would 
incorporate himself and have the cor- 
poration sell his services. The corpora- 
tion would retain the greater part of the 
earnings, thereby substantially cutting 
the surtaxes of the individual. The per- 
sonal holding company tax squelched 
this tax-saving possibility. But the tax 
is broad enough to cover certain cor- 
porations even though no personal serv- 
ices are involved. The 75%-85% per- 
sonal holding company surtax hits cor- 
porations where . 

1. More than 50% of the stock is 
owned directly or indirectly by not more 
than five individuals, and 

2. 80% of the company’s gross income 
is from interest, royalties, gains from se- 
curity and commodity transactions, divi- 
dends, annuities, income from estates 
and trusts, rents received from individ- 
uals who own 25% or more of the cor- 
poration (directly or indirectly) subject 
to the limitation explained below, and 
personal service contracts. Rents which 
don’t equal at least 50% of the gross 
income will also be considered as per- 
sonal holding company income. 

However, rental income from large 
stockholders (25% or more) is treated 
as personal holding company income 
only if the corporation has personal 
holding company income from nonrental 
sources which is more than 10% of its 
gross income. Neither rental income 
from stockholders nor rental income 
from tenants who aren’t stockholders is 
treated as personal holding company in- 
come in applying the 10% test. 

It makes no difference what your 
motive was in forming the corporation. 
If it meets these requirements it is sub- 
ject to the special surtax. 

Recommendation: Make certain that 
your business will not fall into the per- 
sonal holding company class before in- 
corporating. Otherwise a heavy penalty 
can result. In one case, a taxpayer and 
his son operated an agency which sold 
fire insurance policies. They transferred 
the agency agreement to a controlled 
corporation, but the fire insurance com- 


pany kept the right to name the indi- 
vidual in the corporation who could ac- 
cept risks on its behalf under the con- 
tract. The Treasury held the corporation 
to be a personal holding company. 


Caution on “collapsible” corporation 


The tax law contains a tough tax pro- 
vision. designed to prevent the use of a 
corporation to convert ordinary income 
into capital gain for the stockholders 
through the sale of the stock or the 
liquidation of the corporation. But the 
provision is so worded that a person may 
be hit with ordinary income tax on what 
would otherwise be capital gains even 
though no attempt was made to avoid 
taxes. In some cases, a stockholder may 
be taxed on ordinary income even 
though the asset held by the corpora- 
tion qualifies as a capital asset. 

Any gain from the sale or exchange 
(liquidation or otherwise) of stock in a 
collapsible corporation will be treated 
as ordinary income to any stockholder 
who at any time after the corporation 
began the manufacturing, construction, 
production, or purchase of property (a) 
owned, or was considered as owning, 
more than 5% in value of the outstand- 
ing stock of the corporation, or (b) 
owned stock which was. considered as 
owned by another stockholder who 
owned or was considered as owning 
more than 5% in value of the outstand- 
ing stock. But any gain can still fall into 
the capital gains class if: 

1. Not more than 70% of the gain is 
attributable to the property manufac- 
tured, constructed, produced, or pur- 
chased, or 

2. The gain is realized more than 
three years after the end of the manu- 
facture, construction of production, or 
purchase of the property. 

A collapsible corporation can include 
a corporation which owns contracts for 
work to be done in the future, real es- 
tate held for investment or rental pur- 
poses, unrealized receivables and fees, 
etc. It’s therefore advisable to check 
carefully before incorporating to make 
sure the corporation will not be a col- 
lapsible one. If it falls in that class, it 
may be difficult or impossible to liqui- 
date or sell the stock within three years. 





Partner's share of profit to date of sale 
of interest is ordinary. The district court 
had allowed taxpayer to treat the en- 


tire sum received upon sale of his in- 
terest in a partnership as proceeds of a 
capital asset. However, at the date of 
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sale taxpayer was entitled to a portion 
of the partnerhip income earned for the 
current year. The circuit court requires 
that a portion of the proceeds equal to 
this be treated as ordinary income. 
Snow, CA-9, 5/23/55, cert. den. 10/ 
12/55. 


Trusts recognized as partners for tax 
purposes. The taxpayers, husband and 
wife, each gave one-half of their inter- 
est in a partnership to two separate 
trusts. The government refused to recog- 
nize the trusts as partners for income- 
tax purposes, but a jury found that a 
bona fide partnership was created. No 
other facts were reported, so it is im- 
possible to analyze the reasons why this 
court does not go along with the Com- 
missioner. Zukin, DC. Calif., 10/3/55. 
Partnership of husband and wife up- 
held. Taxpayer and his wife pooled their 
small resources when they were mar- 
ried. After their marriage, the facts 
showed that they carried on their farm- 
ing operations jointly. All receipts and 
disbursements were made through a 
joint bank account upon which the wife 
checks. With one small excep- 
tion, all land purchases and other in- 
vestments were made in both names. 
The wife actually worked on the farm, 
and was consulted on all business mat- 
ters. The court held, on the evidence, 
that the taxpayer and his wife intended 
to and did carry on their business as 
partners and that the income should be 


drew 


taxed accordingly. Larson, DC Mon- 
tana, 8/31/55. 
Partnership terminated on death of 


partner. Frank and Howard were mem- 
bers of a partnership whose taxable year 
ended on January 31. Each filed his 
personal return on a calendar-year basis. 
The partnership agreement provided 
that if both partners survived the part- 
nership year, each was to receive one- 
half the profits after partners’ “salaries” 
as his distributive share; if one died 
during the year, his distributive share 
was to be limited to the “salary.” Frank 
died on November 21, 1947. As the 
partnership agreement did not contain 
a provision for continuation in the event 
of death, the partnership taxable year 
was held to have terminated on Novem- 
ber 21. Howard was required to in- 


clude in 1947 the partnership profits 
to date of death less the salary distribut- 
able to Frank. Knipp, 25 TC No. 24. 
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U. S. Supreme Court to 
review LoBue case 


Certiorari has been granted by the 
Supreme Court in the LoBue case. It’s 
our view that the Court took the case 
because it didn’t like the result below. 
The government appealed from the de- 
cision of the Third Circuit. This is an 
important question; it will govern on 
whether or not stock options can be 
given to employees with intent other 
than compensation and have them taxed 
as other than compensation. vr 





New decisions 


Prize isn’t long-term compensation; 
awards may not be treated as if re- 
ceived ratably over a period of several 
years. An award won in a sales promo- 
tion contest cannot be treated as “in- 
come attributable to several taxable 
years” for purposes of special tax re- 
lief. Such relief provisions apply to com- 
pensation from employment and to in- 
come from an invention or artistic work. 
Awards or prizes do not fall in either 
category. Rev. Rul. 55-642. 


Sec. 107 compensation is not reduced 
by expenses. Decedent was appointed a 
trustee in bankruptcy in 1935 and con- 
tinued to act as trustee until 1944. In 
the latter year he received $22,500 as 
compensation for his services. He 
claimed the benefits of Sec. 107 and al- 
located the income to each of the 10 
years of the trust period. When he was 
advised that the $22,500 was less than 
80% of his total fees from the trust, he 
revised his prior years returns to get 
within the 80% requirement by reduc- 
ing the trust compensation with ex- 
penses he claimed to be applicable to 
his services as trustee. The benefits of 
Sec. 107 were denied because the 80% 
test was held to refer to gross income 
without deduction for expenses. Mc- 
Junkin Estate, 25 TC No. 4. 


There is no pure insurance protection 
in an “annuity contract.” An annuity 
contract, for purposes of those sections 
which relate to the taxability of dis- 
tributions made to beneficiaries under 
a qualified plan or trust, is defined as 
one which provides primarily for pe- 
riodic installment payments to the an- 
nuitant, and under which the death 
benefits at any time cannot exceed the 
larger of the reserve or the total pre- 
miums paid for the annuity benefits. 
Rev. Rul. 55-639. 


First payment to employees’ trust not 
required within year if employer's 
promise is corpus. If under local law a 
promise under seal is binding without 
other consideration, such a promise by 
an employer to make contributions to 
the trustees of a qualified trust will con- 
stitute the corpus of the trust. There- 
fore, the first contribution by an accrual- 
basis taxpayer to such a trust, if made 
after the close of the taxable year to 
which the payment applies but prior to 
the due date of the return, will be con- 
sidered as a payment to a valid trust in 
existence on the last day of the taxable 
year. Rev. Rul. 55-640. 





On Reading the New Consolidated 
Return Regulations: Where, oh Where, 
s (b)(11)(i)?P 

Twenty-four thirty-one b eleven i 

Was a section I never could master. 

I’ve read it until I was blue in the face 

‘Til my temples did throb and my blood 

did race— 

My efforts wound up in disaster. 

It apparently dealt with incestuous firms 

Spawned by a common parent. 

If the time that they mate 

Is beyond some March date, 

To offset certain losses they daren’t. 

But my confusion before was insight, 

Compared to the way I feel now. 

For they’ve scattered the sections 

In sundry directions— 

I can’t even find that part now! 
—Joun P. ALLISON 
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IRS legal program to get uniform 


handling of cases explained by Kendall 


HAUNTING FEAR exists in the sub- 
A conscious of a great many tax prac- 
titioners that handling of cases by one 
IRS Region or District differs from that 
given in another, and that neither of 
them necessarily does it the way Wash- 
ington does. As if to answer this under- 
lying concern, David W. Kendall, As- 
sistant Secretary of the Treasury told 
the American Bar Association (at its 
annual meeting in Philadelphia last 
year) that good results are being 
achieved through a program within the 
IRS legal section to overcome just this 
possibility of differing treatment in dif- 
ferent offices. Mr. Kendall said this: 

“Various measures have been taken to 
assure effective supervision over [IRS] 
field operations and uniformity in the 
handling of cases. In particular Re- 
gional Counsel may request the opinion 
or views of the Chief Counsel upon 
legal questions or matters of procedure 
in advance of taking action. There also 
is in effect a system under which various 
written opinions rendered by Regional 
Counsel to the administrative people 
are post-reviewed in the National 
Office. 

“Conferences are held in Washing- 
ton semiannually of Regional Counsel 
which are participated in by the Gen- 
eral Counsel, the Chief Counsel and 
his staff, and the Commissioner and 
representatives of his office. We have 
inaugurated a plan whereby attorneys 
working in specialized areas on occa- 
sion are called to Washington for con- 
ferences on technical and procedural 
aspects of their work. For example, a 
conference was held recently of As- 
sistant Regional Counsel on appellate 
matters. A conference was also held of 
the field attorneys who are primarily 
responsible for the civil advisory or col- 
lection work. 

“To assist in the training of personnel 


so far as practical, when attorneys are 
hired they are stationed in Washington 
for a time before being transferred per- 
manently to a field office. In reverse, we 
occasionally find it necessary to bring 
men in from the field to assist in work 
being performed in the National Office. 
For example, a number of field attorneys 
were called into the National Office to 
assist in the drafting of the regulations 
under the 1954 Code. 

“Whenever a vacancy develops in a 
supervisory position, whether in the field 
or in the National Office, we review the 
personnel in the entire office with the 
view that the position may be offered to 
the best and most qualified attorney 
available. 

“Increased emphasis has been placed 
upon the importance of regular visi- 
tations by members of the Chief Coun- 
sel’s staff to the offices of Regional 
Counsel on the operating problems. 
Visitations of this character have already 
been made during the year to seven of 
the nine regions to discuss enforcement 
work. Visitations have been made to six 
of the regions to discuss the handling of 
collection work. It is contemplated that 
the remaining regions will be visited be- 
fore the end of the calendar year in en- 
forcement and collection. 

“Through this process of conferences, 
visitations, advance consideration or 
post-review of matters handled in the 
field, we hope to maintain throughout 
the nation a high degree of uniformity 
of policy and consistency in Service 
position. We hope also to detect in ad- 
vance any adverse trends such as back- 
logs so that corrective measures may be 
taken.” wr 


Certified mail can’t be 


substituted for registered 
CERTIFIED MAIL, the new low-cost, 
guaranteed-delivery mail which is 


working so well for general business, is 
not yet a legal substitute for registered 
mail. The Treasury and the IRS use 
certified mail in place of registered mail 
when they want to record delivery. But 
taxpayers still must use registered mail 
where it’s called for in the statute— 
specifically Sections 167(d), 534(b), 
6212(a), 7455, and 7502(c), and as 
required by any other applicable statute. 
However, IRS recommendations are 
expected momentarily to permit the 
substitution of certification for registra- 
tion. 

The American Bar Association, con- 
cerned with an even finer point, has 
recommended that the Code be 
amended to provide that the sending of 
any tax documents by registered mail 
would be conclusive evidence of de- 
livery. As the law now stands, sending 
such documents by registered mail is 
prima facie evidence of delivery, not 
conclusive. The ABA is concerned over 
whether evidence of fruitless search 
would rebut the presumption of de- 
livery. This and other recommendations 
of the American Bar Association were 
discussed briefly here last month (3 


JTAX 341). 


New decisions 





Can't collect decedent's income-tax 
deficiencies from widow’s insurance. 
The decedent died owing federal in- 
come taxes. His estate was worthless, 
but his widow received the proceeds of 
several life insurance policies upon 
which he had paid the premiums. At 
the time of the decedent’s death, the 
policies had some cash surrender value 
and he had the right to change the bene- 
ficiary. The government sued to collect 
the deficiencies from the proceeds of 
the insurance; the court held for the 
widow on the authority of the Rowen 
and New cases, which held that there 
was no transferee liability under the 
code or in equity. (See 3 JTAX 94. 
Ed.). Wright, DC S.C., 7/13/55. 


Taxpayer's extension of time extends 
time against transferees. Defendants 
were transferees of a taxpayer against 
whom a deficiency had been assessed. 
The transferees claimed that the six- 
year statute of limitations on the col- 
lection of the taxes had expired, and 
therefore this action by the government 
to enforce its lien on the proceeds of a 
real property condemnation was out- 
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lawed. The government proved that the 
action would have been timely against 
the original taxpayer because he had 
extended the statute for collection by 
making an offer in compromise. The 
court held that the extension of the 
statute by the original taxpayer is also 
applicable to his transferees, and the 
government's action was brought in 
time. Grossman, DC New York, 9/15/ 


50. 


Refusing to instruct jury on effect of 
taxpayer's explanation resulted in error. 
Taxpayer was found guilty of criminal 
fraud. The government contended that 
amounts in excess of invoice price were 
received on the sale of trailers and were 
never reflected on the books of the 
corporation of which taxpayer was 
president. The taxpayer conceded re- 
ceipt of the excessive payments but 
claimed that these amounts were used 
in the purchase of materials which were 
similarly never reflected on the books. 
The trial court refused to instruct the 
jury, as the taxpayer requested, that the 
excessive amounts would not constitute 
income if used for additional purchases. 
The appeals court held that the refusal 
to give the requested instruction to the 
jury was in error. The prosecution was 
for an intent to evade taxes and the 
defendant’s theory, as stated in the re- 
quested instruction, was material as to 
that question. Indian Trailer Corp., 
CA-7, 10/21/55. 


Irrelevant evidence excluded in fraud 
case. The taxpayer, a car dealer, was 
found guilty of fraud in having re- 
ceived cash payments on the sale of 
used cars in excess of the amounts re- 
ported on his tax return. During the 
course of the trial, the taxpayer sought 
to introduce as evidence a trade jour- 
nal reporting the market value of the 
cars sold in order to show that his in- 
voice price was market price and there- 
fore it was unlikely the purchasers paid 
more. On appeal, the court held that 
the evidence was properly excluded, as 
it was not related to the issue of whether 
or not the tax return reflected the cor- 
rect amounts received. Herzog, CA-9, 
10/11/55. 


Installment obligation bonds executed 
under 1939 Code continue despite 
1954 code. Income-tax bonds executed 
under the 1939 Code to guarantee pay- 
ment of tax on gain from installment ob- 
ligations transmitted at death remain in 


full force and effect until satisfied, even 
though the requirement of filing a bond 
has been eliminated in 1954 Code. Rev. 
Rul. 55-627. 


Directors have discretion in fixing se- 
curity for departing resident aliens. 
A resident alien can defer the report- 
ing of his blocked foreign income, but 
“if he departs from the U.S. he must 
furnish security for the amount of tax 
which may become payable on such in- 
come. District Directors now have the 
discretionary authority to determine the 
amount of security required in each in- 
dividual case. Rev. Rul. 55-661. 


Evidence of proper mailing of claim 
proves filing. The taxpayer discovered 
an error on his return shortly after it 
was filed, and promptly prepared a 
claim for refund. This claim, the gov- 
ernment conceded, was properly mailed 
to the Collector of Internal Revenue 
long before the expiration of the stat- 
ute of limitations. The Collector, how- 
ever, submitted an affidavit that the 
claim could not be found in his office, 
and contended that it was not, there- 
fore, filed before the expiration of the 
statute of limitations. The court held 
that the strong presumption of receipt 
raised by the admittedly proper mail- 
ing was not overcome by the Com- 
missioner’s affidavit, and the claim was, 
therefore, properly filed. Jones, CA-9, 
9/29/55. 


Can't sue for refund unless claim is 
filed. The taxpayer sued to recover 
prior taxes paid without previously fil- 
ing a claim for refund. (Apparently, 
the statute of limitations for filing a 
claim for refund had expired.) The 
court could find no authority to sustain 
such action, but gave the taxpayer an 
opportunity to file a memorandum of 
law. Szerlip, DC NY, 9/27/55. 


“Inconsistent position” correction man- 
datory even though no net overpay- 
ment; recoupment allowed. Taxpayer 
settled a controversy over excise taxes 
for 1932 to 1939 by payment in 1940. 
It allocated the payment to the years 
1932 to 1939 and filed income and ex- 
cess profits tax returns on this theory 
through 1943. For 1944 it treated the 
excise tax payment as a 1940 expense. 
The Commissioner, under Sec. 734, 
asserted this was inconsistent and as- 
sessed additional income tax for each 
base period year. The court agrees. 
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Over-all, the taxpayer paid more taxes 
than if it had consistently treated the 
tax as a 1940 expense. However, Sec. 
734 must be applied when its conditions 
are met; the court cannot give consid- 
eration to equity! However, only the 
taxpayer can have equitable recoup- 
ment of 1940 income tax (for which 
timely claim was not filed) because the 
excise tax payment should have been 
allowed in that year. Pond’s Extract Co., 
Ct. Cls. 10/4/55. 


Deficiencies sustained on failure to 
prove business losses. Taxpayer filed 
no returns for the years 1942 to 1945. 
He contended that his salary income for 
1942 and business income for 1943 were 
wiped out by losses sustained in those 
years in a clothing venture operated by 
him. He failed to prove the claimed 
losses; the deficiencies were sustained. 
As there were no losses, there was no 
carryover to be applied to the stipu- 
lated income for 1944. For 1945, with- 
drawals from a closed corporation of 
some $45,000 (approximately one-half 
the corporate net income) were held to 
be taxable as dividend income. Ben- 
jamin, TCM 1955-286. 


Refund claims timely; Collector ac- 
knowledged and then lost them. Timely 
refund claims were mailed by the tax- 
payer and an acknowledgment of re- 
ceipt was received from the Collector of 
Internal Revenue. These claims were 
subsequently lost by the Collector and 
processing was never completed. Dupli- 
cate claims were mailed at a time when 
the statute of limitations had expired. 
In this action based on one of the claims 
the government contended that the late 
filing barred the action. The court held 
for the taxpayer, finding that the origi- 
nal claims had been filed within the 
allowed time. MacSmith Garment Co., 
Inc., DC Miss., 9/21/55. 


Prior compromise offer inadmissable 
in criminal fraud case. Taxpayer was 
convicted of filing fraudulent returns 
for 1945, 1946, and 1947. The trial 
court admitted evidence with respect 
to false statements made by the tax- 
payer in connection with an offer to 
compromise his tax liability for the 
years 1924 to 1932. The court, on ap- 
peal, held the admission of such evi- 
dence to be highly prejudicial and, un- 
der the rules of evidence, too remote. 
New trial ordered. Lloyd, CA-5, 9/30/ 
55. 
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New decisions in fraud and negligence 


cases handed down this month 


Net worth method is proper where there 
were no inventory records; fraud pen- 
alties sustained. [Acquiescence.] The 
Commissioner determined tax deficien- 
cies by using the net worth method 
even though there were some journals 
available. However, the inventory rec- 
ords were either missing or, the court 
held, untrustworthy. In this situation, 
use of net worth was proper. Net worth 
is not a method of accounting; it is 
merely a marshalling of evidence to 
show understatement of income. How- 
ever, the court made changes in the 
Commissioner’s computation. Deficien- 
cies were collectible from the taxpayer’s 
children as transferees. Cury Estate, 23 
TC No. 325, acq. IRB 1955-37. 


Refund of fraud penalties allowed; Gov- 
ernment did not prove fraud. Decedent 
filed no returns from 1941 through 1950 
and paid no taxes for those years. After 
assessment of his estate, taxpayer here 
paid taxes, deliquency penalties, fraud 
penalties, and interest for those years. 
It filed claim for refund of only the 
fraud penalties. The Government intro- 
duced no evidence and the court 
granted the claim holding that the Gov- 
ernment had failed to meet the burden 
of proving that there was fraud in dece- 
dent’s failure to file. Koch and Frese, 
(Seel Estate) DC Iowa, 6/22/55. 


Opening net worth of zero not suffi- 
ciently proved. Taxpayer, a gambler, 
kept no records. The government de- 
termined his income by use of the net 
worth method. In their computations, 
the agents used an opening net worth 
of zero. The court approved all the 
interim computations made by the 
government, but held that it had not 
established the zero opening balance 


with reasonable certainty. The case was 
remanded to the Tax Court for deter- 
mination of opening net worth and the 
deficiencies based thereon. Rubino, 
CA-6, 10/20/55. 


Evidence admissable, examination was 
permitted, A criminal complaint, charg- 
ing taxpayer with evasion had been 
filed. District Court refused to enjoin 
the U.S. Attorney from submitting to 
the Grand Jury evidence obtained by a 
revenue agent. The Circuit Court finds 
the evidence admissable and _ affirms. 
Taxpayer had argued (1) that he had 
filed amended returns voluntarily rely- 
ing on the Government’s policy of not 
recommending criminal action after 
voluntary disclosure and (2) that the 
revenue agent had examined his files 
without permission and illegally. Point- 
ing out that the Government’s an- 
nounced policy would, generally, not 
bind it the District Court observed that 
reliance on that policy might be a de- 
fense. But that was a matter for the 
trial. The District Court however based 
its denial of the injunction on its find- 
ing that the agent had been given per- 
mission by the taxpayer to examine the 
files. His search was not illegal; the 
evidence may not be suppressed. Benes, 
CA-6, 7/20/55. 


Tax evasion conviction affirmed; gov- 
ernment’s evidence not illegally ob- 
tained. [Certiorari denied.] The govern- 
ment’s case against taxpayers was based 
on their failure to record and report 
gross receipts from their sign business 
from 1946 through 1950. In 1951 a 
special agent told taxpayers that their 
returns had been assigned to him and 
proceeded to make an investigation with 
their cooperation. Taxpayers objected 


to admission of evidence secured from 
the books on the ground that their con- 
sent to examination was obtained under 
the pretext of a routine civil investiga- 
tion, when in reality the agent intended 
to search for crime. Court held that 
warning that the information might be 
used in a criminal case against the 
giver is unnecessary provided such in- 
formation was voluntary. A statement 
by the agent that his purpose is a 
“routine audit” is not the equivalent 
that only civil liability will be consid- 
ered. A computation of the tax liability 
based on the testimony of government 
witnesses and exhibits was admitted 
over objection. Taxpayers contended its 
admission in evidence was error in that 
it could have misled jury. The court 
disagreed; before the computation was 
submitted to the jury, the judge told 
them that if they did not believe the 
evidence upon which the calculations 
were based they should disregard it. 
Such computations have the sanction of 
the courts. Turner, CA-4, 5/23/55, 
cert. den. 10/12/55. 


The dissent in the Dix case: majority 
erred in finding embezzled funds non- 
taxable. The Second Circuit reversed 
the Tax Court and found a company 
president non-taxable on funds he took 
from his family-owned corporation, (3 
JTAX 110). The dissenting opinion of 
Judge Hincks is now published. He 
thinks the case is governed by the Wil- 
cox case and the funds taken are tax- 
able. Dix Estate, CA-2, 6/2/55. 


Government cannot arbitrarily disre- 
gard bookmaker’s records. The destruc- 
tion by a bookmaker of his detailed 
daily betting sheets did not in itself 
justify the Commissioner’s disallowance 
of 14% of the “payouts” where the 
available accounting records were clear 
and consistent. Nor did such destruc- 
tion, standing alone, establish fraud. 
Receipts of $9,000 were held to con- 
stitute taxable income as taxpayer failed 
to show that they represented loan re- 
payments as alleged. Snyder, TCM 
1955-293. 


Both deficiencies and fraud penalties 
deemed admitted. Deficiencies, fraud 
penalties, and transferee liability were 
upheld where the taxpayers had moved 
that the Commissioner’s allegations be 
deemed admitted. They failed to ap- 
pear or introduce any evidence at the 
trial. The court upheld the deficiencies 
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and the transferee liability. As to the 
fraud penalties, the court recited the 
Commissioner’s allegations of fraud, 
pointed out that they were deemed ad- 
mitted and “therefore, found as a fact” 
that the returns were fraudulent with 
intent to evade tax. Plotnick, TCM 
1955-278. 


Net worth conviction reaffirmed on 
Supreme Court remand. [Certiorari de- 
nied.] Conviction of tax evasion was 
remanded by Supreme Court in accord- 
ance with its policy of requiring re- 
examination in the light of its four net 
worth decisions of all cases even re- 
motely involving the net worth theory. 
In reaffirming the conviction, the court 
held that, although the indictment was 
framed according to net worth theory, 
it was clear that the case as presented 
to the jury pivoted on the issue whether 
certain undisputed receipts by the tax- 
payer were non-taxable gifts or payment 
for services. The net worth computa- 
tions, therefore, were unimportant. Bur- 
dick, CA-3, 5/6/55, cert. den., 10/12/ 


30. 


Corroboration of admitted net worth 
found adequate. [Certiorari denied.] 
“Even though there may be little direct 
corroboration of the opening cash fig- 
ure, other evidence tends to support 
the understatement of income shown by 
the statements as a whole. The record 
shows substantial purchases of real and 
personal property during 1947 that 
could not have been made on the in- 
come reported by Warring. . . . As the 
Court pointed out in the Smith case 
(348 US 147), corroboration is needed 
only to allay suspicion of the veracity 
of the admission; it need not be proof 
of the offense beyond a reasonable 
doubt, but need only tend to support 
the admitted fact.” 

Though the district court judge had 
expressed some concern that the Gov- 
ernment had not called the defendant’s 
brother, this court found that this neg- 
lect was not such a disregard of an 
obvious lead as to amount to failure 
of proof. If his testimony would have 
helped the defendant, the defendant 
could have called him. Warring, CA-4, 
5/23/55, cert. den. 10/17/55. 


“Cash in suitcase” story disbelieved; 
conviction by net worth method sus- 
tained. [Certiorari denied.] During the 
trial for tax evasion for 1942 and 1948 
the government proved various sources 


of taxpayer’s legitimate and illegitimate 
(gambling) income. The accuracy of 
the government’s contentions were 
proven through words of others. Tax- 
payer kept no books and records and 
destroyed or concealed those which he 
kept. The jury disbelieved his “cash 
hoard” story of a million dollars in cur- 
rency in suitcases prior to the taxable 
years. He had large expenditures in the 
taxable years but reported small 
amounts of income in previous years. 
He proved no sources of income which 
he did not report for prior years. The 
court sustained the conviction and held 
that the jury could have properly drawn 
an inference that taxpayer’s expendi- 
tures in the taxable year were from un- 
reported taxable income. Lewis, CA-9, 
6/30/55, cert. den. 10/12/55. 


Can use net worth without proving in- 
adequacy of records. The government 
determined the income of the taxpayer, 
a gambler, by the net worth method. 
The taxpayer contended that his rec- 
ords were adequate and the net worth 
method was improper. The court held 
that establishing the incompleteness or 
inadequacy of the taxpayer’s records is 
not a condition precedent to the use of 
the net worth technique; it may be 
used by the government in its discre- 
tion. The opening cash is all-important 
in a nét worth computation. Here 
neither party’s evidence on opening 
cash was sufficient; the case is re- 
manded to the hearing commissioner 
for further proof. Meyers, Ct. Cls., 10/ 
4/55. 


Criminal fraud upheld though taxpayer 
didn’t sign return. In a criminal fraud 
action the taxpayer contended that be- 
cause of his failure to sign his return 
there could not be the willful intent 
necessary for conviction. The taxpayer’s 
wife had signed his name and the tax- 
payer at the trial did not deny her 
authority to sign for him. On appeal, 
the court held that the jury was justified 
in finding that the taxpayer authorized 
the filing of the return. There was also 
sufficient evidence of a consistent pat- 
tern of unreported income to warrant 
the jury in finding that the intent neces- 
sary to constitute criminal fraud was 
present. Canton, CA-8, 10/20/55. 


Suit for refund barred after filing of Tax 
Court petition. Taxpayer, after receiv- 
ing a notice of deficiency, filed a peti- 
tion in the Tax Court. This petition was 


Tax fraud and negligence + 55 


dismissed for lack of prosecution. The 
taxpayer then paid the deficiency and 
sued for a refund in the district court. 
The court held for the government. 
Section 322(c) of the 1939 IRC pro- 
hibited a suit for refund after the tax- 
payer had filed a Tax Court petition for 
the same taxable year. Dismissal of the 
petition in lack of prosecution does not 
help the taxpayer. Fiorentino, CA-3, 
10/24/55. 


Evasion conviction affirmed; taxpayer 
received payments by checks payable 
to others. [Certiorari denied.] From 
1946 through 1951 taxpayer received 
checks from an advertising agency for 
securing a portion of the advertising 
business of a large whiskey concern 
whose board chairman was his personal 
friend. The checks were made payable 
by the agency to business associates, 
relatives, and friends of taxpayer and 
fictitious persons and falsely charged to 
various agency accounts. This was done 
at the agency’s request according to tax- 
payer, who also stated that the checks 
really were gifts of the agency to the 
various payees whose names he gave in 
response to the agency’s desire to pay 
him for his services. He also stated that 
checks to fictitious payees were really 
political contributions by the agency at 
his suggestion. None of the payees were 
known to the agency. He maintained he 
reported all of the checks to his account- 
ant who failed to report them as in- 
come. Court held that even under tax- 
payer's statements, the funds were tax- 
able income. Samish, CA-9, 5/20/55, 
cert. den. 10/12/55. 


Fraud penalties on attorney who failed 
to report fees sustained. [Certiorari de- 
nied.] The taxpayer received attorney’s 
fees in excess of the amount allowed 
by statute and did not include them 
in his return. The Tax Court approved 
the fraud penalties asserted by the 
Commissioner. CA-2 agrees. Sillman, 
CA-2, 3/10/55, cert. den. 10/12/55. 


Circuit court finds net worth conviction, 
remanded by Supreme Court, sustained 
by other evidence. [Certiorari denied.] 
The judgment in this case was vacated 
by the Supreme Court and remanded 
for re-examination in the light of the 
Holland case. The court finds the con- 
viction of tax evasion amply supported 
by evidence other than net worth. 
Strauch, CA-6, 6/13/55, cert. den. 
10/12/55. 
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Taxation of foreign estates and trusts 
under Internal Revenue Code of 1954 


by Neil F. Phillips 


We asked Mr. Phillips, of Phillips, Bloomfield, Vineberg & Goodman, in Montreal, 
Quebec, Canada, author of “United States Taxation of Nonresident Aliens and 
Foreign Corporations,” 1952, to comment on the effect of the Internal Revenue 
Code of 1954 on the taxation of foreign estates and trusts. The problems discussed 
below were unsettled under the Internal Revenue Code of 1939 and, as Mr. 
Phillips’ analysis shows, the 1954 Code generates some new doubts 


ADMINISTRATION and 
trusts are separate entities taxed 
under the 1954 Code, as under the 1939 
Code, in the same manner as individ- 
uals (Section 641(b)) subject to the 
provisions of Sections 641 to 692 which 
provide special rules for “estates, trusts 
and beneficiaries.” Similarly, under the 
new law, foreign estates and_ trusts 
—terms dealt with more fully later—are 
taxed as nonresident alien individuals 
and, as such, are subject to the rules 
of Sections 861 to 876, prescribing the 
criteria for determining the source of 
income and the tax scheme for non- 
resident alien individuals.' It is assumed 
throughout these comments that the 
trusts under discussion are separate 
taxable entities with no provisions which 
would make the grantor or beneficiary 
taxable as substantial owners of the 
trust income under the rules of Sec- 
tions 671 to 678. 

While the new law considerably 
changes the taxation of estates and 
trusts, the underlying philosophy re- 
mains the same as under the Internal 
Revenue Code of 1939. Fundamentally, 
they are still required in any year to 
take all income into account, with ap- 
propriate “netting” thereof, and are 
allowed as a deduction in the same year 
all those amounts distributed currently 
or properly paid or credited or re- 
quired to be distributed to the bene- 
ficiaries. The estate or trust is then 
taxed on the undistributable remainder, 
while the beneficiaries are taxed on the 
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amounts paid or payable to them. Sub- 
sequent distributions of the accumulated 
income of the estate or trust are tax- 
free to the beneficiaries subject to cer- 
tain complex “throwback” rules (Sec- 
tions 665 to 668). 

This system of taxation, while ap- 
parently quite satisfactory for domestic 
estates and trusts, is somewhat un- 
satisfactory for foreign estates and 
trusts, since the scheme of taxation of 
nonresident alien individuals (Sections 
871 to 876), which is almost identical 
to the scheme that was in force under 
the prior law (Sections 211 to 221 
(1939) ), provides rules which are, to 
a degree, unworkable as applied to 
foreign estates and trusts. 


Three classes of nonresident aliens 


For purposes of income taxation, non- 
resident aliens are divided into three 
classes. In many instances, the rules 
of the Internal Revenue Codes are 
varied by tax conventions entered into 
between the United States and certain 
foreign countries. Thus, for instance, 
alien residents of Canada not having a 
permanent establishment in the United 
States are subject to withholding and 
tax at a maximum rate of 15% regard- 
less of the amount of their gross in- 
come from United States sources. No 
attempt will be made in these comments 
to investigate the specific variations of 
the different treaties. It is sufficient to 
say that to the extent they vary the 
taxation of particular nonresident alien 


individuals in various countries, they 
will equally vary the taxation of for- 
eign estates and trusts which qualify 
as “residents” and/or “citizens” of those 
countries. 

The three classes of 
aliens are: 

Class 1: Those not engaged in trade 
or business in the United States at any 
time during the taxable year and de- 
riving in the taxable year not more than 
$15,400 of gross fixed or determinable 
annual or periodic income and includ- 
able net capital gains from United States 
sources (Section 871(a) ). 

Class 2: Those described in Class 1, 
except that they derive in the taxable 
year more than $15,400 of similar in- 
come from United States sources (Sec- 
tion 871(b)). 

Class 3: Those who at any time dur- 
ing the taxable year are engaged in 
trade or business within the United 
States (Section 871{c) ). 

Determining capital gains. The deter- 
mination of the includable net capital 
gains is based on whether or not the 
nonresident alien individual was present 
in the United States during the taxable 
year, and, if he was present for less than 
90 days during the taxable year, 
whether the gains and losses were 
effected while he was in the United 
States. There are three divisions of tax- 
payers under the controlling section, 
871 (a) (2): 

(a) Taxpayers not physically pres- 
ent in the United States at any time dur- 
ing the taxable year, who are not taxed 
on capital gains and are allowed no de- 
duction for capital losses. 

(b) Taxpayers physically present in 
the United States for less than 90 days 
during the taxable year, who are taxed 
on net capital gains effected during 
their presence in the United States. 

(c) Taxpayers physically present in 
the United States for 90 days or more 
during the taxable year who are taxed 
on net capital gains effected at any time 
during the taxable year. 

Lump sum payments. Certain lump 
sum distributions from employees’ 
trusts, gains from certain disposals of 
timber and coal where an economic in- 
terest is retained and certain gains 
from the disposal of a patent are taxed 
as fixed or determinable annual or 
periodic income, regardless of physical 
presence in the United States. 


nonresident 


Tax rates applicable 


Taxpayers in Class 1 are taxed at a 





ond oat 


a 








they 
f for- 
ualify 
those 


sident 


trade 
it any 
d de- 
: than 
nable 
clud- 
States 


iss 1, 
xable 
ir in- 


(Sec- 


dur- 
d in 
nited 


leter- 
ipital 
t the 
esent 
xable 
than 
year, 
were 
nited 
 tax- 
tion, 


pres- 
dur- 
axed 
» de- 


it in 
days 
axed 
ring 
’ 

it in 
nore 
axed 
time 


imp 
yees’ 
s of 
> in- 
ains 
ixed 

or 
sical 


it a 





rate of 30% on their gross fixed or de- 
terminable annual or periodic income 
and includable net capital gains from 
United States sources. Taxpayers in 
Class 2 are taxed on their net fixed or 
determinable annual or periodical in- 
come and includable net capital gains 
from United States sources at the rates 
applicable to domestic taxpayers (with- 
out benefit of the husband-and-wife or 
head-of-household income splitting pro- 
visions, Sections 6013(a) (1), 2(a) and 
1(b) (4) (A)) provided, however, that 
the tax is not less than it would have 
been had it been computed under the 
method applicable to Class 1 taxpayers. 
Taxpayers in Class 3 are taxed on all 
their net income including all net capital 
gains from United States sources, at the 
rates and subject to the rules appli- 
cable to domestic taxpayers (without 
benefit of the husband-and-wife and 
head-of-household income splitting pro- 
The computation of the tax 
is actually somewhat more complex 
than the outline presented here since 
special rules apply to charitable con- 
tributions, nonbusiness 


visions). 


losses, carry- 


overs, etc. 


Residence and citizenship 

taxed as a foreign estate or 
trust under the provisions applicable 
to nonresident aliens, the estate or 
trust must be shown to be both nonresi- 
No general definition 
is given by the new law and, as under 
the prior law, various criteria must be 
used to fix the citizenship and residence 
of estates and trusts, the definition of 
Section 1493 being applicable only to 
tax on transfers to avoid in- 
The two main criteria which 


To be 


dent and alien. 


the excise 
come tax. 
have been used have been the status of 
the fiduciary? and the place of creation 
and controlling law of the estate or 
trust, (compare I.T. 1885, II-2 Cum. 
Bull. 164, which stated inter alia that 
the status of the fiduciary had nothing 
to do with the status of the trust, with 
G.C.M. 11221, XI-2 Cum. Bull. 123 

1932) where it was provided in part 
that “if the trustee is a resident the trust 
. regardless of where 
the beneficiaries live. . . . .”). A 
somewhat lesser weight is given to the 
place of administration and the locus 
of the assets being administered.* 

It seems well settled that the status 
of the estate or trust is independent of 
the status of the grantor or decedent 
or the beneficiaries except possibly in 
determining the citizenship oi the ¢s- 


is a resident . 


tate or trust.‘ It may be safely assumed, 
furthermore, that any estate or trust 
which has been created and is controlled 
under foreign law and which has a 
fiduciary who is a nonresident alien or 
a foreign corporation will be considered 
a foreign estate or trust for purposes of 
the Internal Revenue Code of 1954. 


“Capital gains and losses 


The difficulty in determining the 
citizenship and residence of an estate 
or trust, and its patent artificiality, is 
clearly shown by the almost insoluble 
problem of defining which net capital 
gains are taxable to foreign estates and 
trusts falling under Class 1 or Class 2 
of the scheme previously described, that 
is, in the case of foreign estates or trusts 
not engaged in trade or business within 
the United States, taxable under Sec- 
tion 871(a) or (b). As has been noted, 
taxability of these net capital gains 
depends on the taxpayer’s physical pres- 
ence in the United States, and on 
whether the gains were realized during 
that physical presence. Accordingly, it 
is necessary to establish what consti- 
tutes physical presence in the United 
States of a foreign estate or trust. Since 
the legal concept of an estate or trust 
can hardly be deemed to have a physi- 
cal presence anywhere, the taxability 
of these gains probably depends on the 
physical-presence of the fiduciary and 
perhaps, in the case of some distrib- 
utable trusts, on the physical presence 
of the beneficiaries. On the whole, this 
approach appears quite logical and 
simple when applied to the situation 
of a trustee coming to the United States 
for the specific purpose of administering 
a foreign estate or trust. However, diffi- 
culties arise where a foreign corporate 
trustee has an office in the United States 
or carries on its administration in the 
U. S. through U. 
since this may completely deprive the 
trust or estate of its foreign status. 
Foreign corporations engaged in trade 
or business within the United States 
were deemed to be “resident corpora- 
tions” under the Internal Revenue Code 


of 1939 (cf. Reg. 118, Sec. 39.3797-8 


S. correspondents, 


1See generally Phillips, United States Taxation 
of Nonresident Aliens and Foreign Corpora- 
tions, 157- a J and 312-313 (1952). 
2 Estate ¢ A. . Cooper, 9 B.T.A. 21 (1927) 

CM. 11221, XI-2 Cum. Bull. 123 
1 8820; O.D. 748, 3 Cum. Bull. 203 (1920). 
B. W. Tones Trust v. Comm’r., 132 F.2d 914 
"Cath Cir. 1943); A.R.M. 37, 2 "Cum. Bull. 172 


(1920). 

4G.C.M. 11221, XI-2 om, rw 123 Tt 
B. W. Jones Trust, 46 T.A. 531 

affirmed without discussion a this a B 
Jones Trust v. Comm’r., 132 F. 2d 914 (ath 
Cir. Be 
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and Reg. 118, Sec. 39.231-1) and this 
rule has apparently been carried over 
to the Internal Revenue Code of 1954. 
If this definition is carried through, the 
“resident” corporate trustee would make 
the estate or trust resident in the United 
States and thereby deprive it of its 
nonresident alien status. See Allan 
and Coggan, Aliens and the Federal 
Income Tax, 5 Tax L. Rev. 253, 284 
(1950). 

The situation with respect to capi- 
tal gains is further complicated if the 
trust is wholly or partially distributable 
to nonresident alien beneficiaries who 
will or will not be taxable under the 
“conduit” rule of Sections 652(b) and 
662(b), dependent on whether the 
taxpayer is taxable under Section 871- 
(a) or (b). While on the one hand it 
is again presumably simpler to look 
at the fiduciary who made the gain to 
test the physical presence rule, this 
would seem to defeat the very purpose 
of the rule, viz., to tax the capital gains 
of nonresident aliens who have sub- 
stantial contact with the United States 
while still maintaining their nonresident 
status. It would seem that, in attempt- 
ing to administer a partially incon- 
sistent set of rules, the intent of the 
statute would be served best if distri- 
butions of capital gain to nonresident 
alien beneficiaries were taxed on the 
basis of the presence in the United 
States of the beneficiaries, and accumu- 
lations of capital gain were taxed on 
the basis of the presence in the United 
States of the fiduciary. At the very 
least a nonresident alien beneficiary 
should not be subject to tax on all of 
his distributable capital gains merely 
because the fiduciary was present in 
the United States for more than 90 
days. For a partially contrary view see 
Weyher and Kelley, The Income Tax- 
ation of Aliens—Some Riddles and Para- 
doxes, 9 Tax L. Rev. 371, 386-87 
(1954). 


Deductions of foreign estate or trust 


As previously stated, Class 1 tax- 
payers (nonresident aliens taxable 
under Section 871(a)) are taxable on 
their gross income from United States 
sources with no allowance of deduc- 
tions. When a foreign trust with income 
from United States sources of under 
$15,400 is strictly an accumulative 
trust and no income is currently dis- 
tributable or distributed to the bene- 
ficiaries, the problem is_ relatively 
the trust is taxable on all its 


simple: 





ee 
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income from United States sources 
under Section 871(a) and the bene- 
ficiaries, whether United States citizens 
or residents, or nonresident aliens, are 
not taxable at all. Where, however, the 
trust is a distributable trust, or where 
there is a taxable distribution to the 
beneficiaries under the “throwback” 
rule, the issue is more complex. Assume 
for instance a distributable trust, tax- 
able under Section 871(a), with three 
nonresident alien beneficiaries taxable, 
respectively, under Sections 871(a), 
871(b) and 871(c), and one United 
States citizen or resident beneficiary. 
Following the general rule of Section 
871(a), the trust should be taxable on 
its gross income from United States 
sources at a rate of 30%. This tax 
would be withheld by the United States 
payor of the income. 

Since taxpayers falling under Sec- 
tion 871(a) are allowed no deductions 
in computing their taxable income, pre- 
sumably no deduction should be 
allowed for the trust distributions to 
the beneficiaries under Sections 651 (a) 
or 661(a) despite the fact that these 
distributions would constitute taxable 
income to the beneficiaries. Presumably, 
the beneficiaries should also be indi- 
vidually taxable according to the par- 
ticular rules applicable to each one of 
them. 

No definitive decision was ever 
handed down under the Internal Rev- 
enue Code of 1939 as to whether an 
estate or trust of Class 1, now governed 
by Section 871(a), was to be allowed 
a deduction for distributions to its bene- 
ficiaries, although in practice it appears 
to have been allowed. The few decided 
cases on the 1939 Code equivalent of 
Sections 871(b) and (c) (211(c) and 
(b) (1939) ) seemed to assume this de- 
duction even for the estates or trusts 
under Section 871(a). Thus in Muir v. 
Comm’r., 182 F. 2d 819 (4th Cir. 1950) 
although it is not clear as to how 
the tax was determined, Section 
162(b) (1939) was clearly applied. 
While, on the facts, one beneficiary was 
apparently taxable under Section 211- 
(c) (1939), one was a resident of the 
United States, and the trust was ap- 
parently subject to Section 211(c) 
(1939), the Court of Appeals footnoted 
Section 211(a) (1939) as being the 
controlling statutory provision. Com- 
pare B. W. Jones Trust, 46 BTA 581 
(1942), affirmed in B. W. Jones Trust 
v. Comm’r., 182 F. 2d 914 (4th Cir. 
1943), in which the Tax Court indi- 
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cated, and the Circuit Court of Ap- 
peals indirectly agreed, that if the 
trust was taxable under Section 211 (a) 
(1939), it could not be subject to 
Sections 161 and 162 (1939). 

There are other complications which 
do not appear to be cured by the In- 
ternal Revenue Code of 1954. Under 
Section 642(c) of the 1954 Code an 
estate or trust is allowed an unlimited 
deduction, inter alia, for amounts used 
exclusively for religious, charitable, sci- 
entific, literary or educational purposes, 
whether or not such contributions are 
to a domestic institution as otherwise 
required by Section 170(c). On the 
other hand, Section 873(c), prescrib- 
ing the deductions for nonresident 
aliens, limits allowable charitable con- 
tributions to those made to charities, 
etc., created in the United States. In 
the case of Estate of Tait, 11 TC 731 
(1948), remanded on other points by 
stipulation and modified 9 TCM 122 
(1949), the Tax Court held on vir- 
tually identical statutory provisions 


under the Internal Revenue Code of 


1939 that the forerunner of Section 
642(c) of the 1954 Code would govern, 
rather than Section 873(c), without 
even mentioning that on the facts the 
first issue was that the estate was en- 
titled to take deductions because it had 
a business within the United States 
and therefore fell under the forerunner 
of Section 871(c) (1954). 

Since, however, under the 1939 Code, 
deductibility to the estate or trust ap- 
peared to be a sine qua non of tax- 
ability to the beneficiaries, although the 
converse was not true (see Tait, supra), 
the assumption of such deductibility for 
estates and trusts now covered by Sec- 
tion 871(a) may not carry over to the 
1954 Code under which beneficiaries 
are subject to tax whether or not the 
estate or trust is entitled in all cases to 
deduct the distributions. Under the 
1939 Code, Section 162 specifically re- 
quired that the amount allowed as a 
deduction to the estate or trust be in- 
cluded in the income of the benefici- 
aries. Under Section 652(a) and 
622(a), the 1954 law requires, subject 
to the limitations relating to distribut- 
able net income, that the beneficiary 
include in his income for the year the 
income of the estate or trust which 
is required to be distributed currently 
to him, whether distributed or not, to- 
gether with all other amounts properly 
paid, credited or required to be dis- 
tributed to him, with no necessary con- 


nection being made to the deductibility 
of these amounts to the estate or trust, 
although normally such equivalent de- 
duction will be available. 


Taxation is independent 


As briefly noted in the previous para- 
graphs, the taxability of a foreign estate 
or trust is prima facie independent of 
the citizenship, residence or taxability 
of the grantor or decedent or the bene- 
ficiaries. Under the Internal Revenue 
Code of 1939, the Tax Court in Tait 
upheld the Commissioner’s contention 
that distributions of a foreign estate 
which were exempt by treaty from 
United States tax could not be deducted 
in computing the’ United States tax of 
the estate itself. However, this de- 
cision was in due course modified, 9 
TCM 122 (1949), and eliminated as a 
precedent by I.T. 4019 (1950-2 Cum. 
Bull. 58). While some subsequent rul- 
ings under the Internal Revenue Code 
of 1939 continued to adopt the Tax 
Court’s original view with reference to 
certain foreign pension trusts (I.R. 71, 
1952-2 Cum. Bull. 170), it would ap- 
pear that these rulings were specifically 
limited to this type of employee trust. 
Moreover, in this application the issue 
has become academic under the In- 
ternal Revenue Code of 1954, since Sec- 
tion 401(a) permits exemption under 
Section 501 only to employee trusts 
created or organized in the United 
States. 

The provisions of the Internal Rev- 
enue Code of 1954 do not appear to 
vary the decision set forth in the Tait 
case as modified, and in fact even seem 
to strengthen it. The deductions under 
Sections 65l1(a) and 661(a) of the 
1954 Code for distributions to bene- 
ficiaries are not as directly tied to in- 
clusion in the income of the beneficiary 
as was the case under the 1939 Code, 
but are based on the distributed or dis- 
tributable income of the estate or trust, 
limited by its distributable net income, 
as defined by Section 643(a), and the 
further limitations of Sections 651(b) 
and 661(c). Whatever effect the nature 
of the beneficiary may have had on the 
taxability of the estate or trust under the 
Internal Revenue Code of 1939, it is 
now clear that it is the rules of Section 
643(a) and the limitations of Sections 
651(b) and 661(c) which are determi- 
native. In this respect it is of particular 
note to foreign estates and trusts that, 
although foreign income is to be in- 
cluded for the determination of the 
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distributable net income of foreign 
trusts (but presumably not foreign es- 
tates (Section 643(a)(6)) the limita- 
tions of Sections 651(b) and 661(c) 
specifically exclude such foreign income 
from the computation of distributable 
net income for the purpose of these 
limitations. This means in effect that a 
foreign trust will not take into account 
its income from sources without the 
United States in computing the limi- 
tation of distributable net income upon 
its deduction for distributions to bene- 
ficiaries. 


Tax liability of beneficiaries 


The taxability of the beneficiaries of 
foreign estates and trusts is closely tied 
in with the rules of Section 652(b) and 
662(b). These provisions closely paral- 
lel the rules established by the case law 
under the Internal Revenue Code of 
1939 which, by and large, accepted the 
conduit theory of estates and trusts and, 
with few exceptions, gave to their dis- 
tributions the same character as the 
income in the hands of the estates or 
trusts. 

Thus, under the prior law, the 
Court of Claims said this in Bence v. 
United States (18 F. Supp. 848 (Ct. 
Cl. 1937)), in part: “A distributable 
trust is treated by the statute as a mere 
conduit through which the income 
passes to the beneficiary who is made 
taxable thereon and, in instances of 
the character with which we are here 
concerned, the amounts received by 
the beneficiary retain their identity as 
dividends and as income from sources 
within the United States until their 
receipt by the beneficiary who, under 
the statute, is made taxable thereon.” 
In LT. 3495, 1941-2 Cum. Bull. 195, 
in connection with the treatment of 
capital gains of a domestic trust dis- 
tributable to a nonresident alien, the 
ruling said “. . . trust income distribut- 
able to a nonresident alien beneficiary 
retains in his hands the same identity 
(as to source and character) as the 
income possessed in the hands of the 
fiduciary.”> Where, however, a non- 
resident alien received distributable in- 
come from a domestic trust, the trust 
income consisting of interest on de- 
posits which under the 1954 law would 
be exempt under Section 861(a) (1)- 
(A), the income was held to have lost 
its exemption by passing through an 
“active trust” beyond the beneficiary’s 
control.® 

The nonresident alien beneficiaries of 


a foreign estate or trust are taxed on 
all their distributed or distributable in- 
come to the extent this does not exceed 
the distributable net income of the es- 
tate or trust under Section 643(a). 
Sections 652(b), 661(b) and 662(b) 
provide that the beneficiaries will be 
deemed to receive a proportionate part 
-of each class of income entering into 
the computation of the distributable 
net income of the estate or trust in the 
absence of a specific allocation of vari- 
ous types of income to various bene- 
ficiaries under the terms of the govern- 
ing instrument of the estate or trust. 
This rule parallels that apparently es- 
tablished under the 1939 Code. Also 
fully applicable under the 1954 Code 
is the further rule set out in Muir v. 
Comm’r. (182 F. 2d 819 (4th Cir. 
1950) ), that income of a distributable 
trust cannot, in the absence of a spe- 
cific power in the governing instrument, 
be allocated by the trustees for the 
purpose of having particular items of 
income go through the trust “conduit” 
to particular beneficiaries with the 
separate items retaining their individ- 
ual sources. 

The definition of distributable net 
income in Section 643(a)(6) includes 
the foreign income of a trust, but this 
does not make this income subject to 
tax in the hands of the nonresident alien 
beneficiaries, since, although includable 
in their distributions under Sections 
652(a) and 662(a), the provisions of 
Sections 652(b) and 661(b), when 
combined with Section 872(a), exempt 
the foreign income from tax as not being 
income from United States sources. This 
reasoning does not of course apply to 
a beneficiary of a foreign trust who is 
a resident alien or a United States 
citizen. Such a beneficiary would be 
fully subject to tax on the distributions 
of such foreign income even though, 
as noted before, the deduction allowed 
to the foreign trust is limited by its 
distributable net income computed 
on -~ Bay 118, Section 39.148-2; A.R.M. 

Cum. Bull rst (i on), (T. 3207, 1938-2 Cum, 
Bull. 181; G.C.M. 11921, XI-2 Gum. Bull. 123 
(193233 G.C.M. 15366, KIII-2 Cum. Bull. 164 

are and the cases of Muir v. Comm’ r., 182 

2d 819 (4th Cir. 1950); Gray v. Comm’r., 
lis F. 2d 153 (7th Cir. 1941); Comm’r. v. 
Hopkinson, 126 F. 2d 406 (2d Cir. 1942). 

6 Vondermuhll v. Helvering, 75 F. 2d 656 (D.C. 
Cir. 1935). See also LT. 3020, XV-2 Cum. 
Bull. 106 (1936); LR. 71, 1952-2 Cum. Bull. 
* Evelyn M. L. Neill, 46 B.T.A. 197 (1942). 
ee also 1.T. 3020, XV-2 Cum, Bull. 106; LT. 
3507, <e- 2 Cum. Bull. 181; I.R. 3427, 1940-2 
Cum. Bull. 148; LT. 3838, 1947-1 Cum, Bull. 
57, and the cases of Francice Netcher, -C.M 
56 (1942), reversed in 143 F. 2d 484 (7th 
Cir. 1944), cert. denied, 323 U.S. 759 (2994). 


and Robert W. Johnston, 1 T.C. 228 (1942), 
aff'd. 141 F. 2d 208 (38 =. 1944), cert. 


denied, 323 U.S. 715 (1944) 
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without the conclusion of such foreign 
income. In point of fact this should not 
work any hardship, at least in the case 
of simple foreign trusts with no spe- 
cial provisions of allocation, since, being 
taxable only on their United States in- 
come, the deduction for distributions 
need not be larger than such income. 
In the case of complex trusts and par- 
ticularly in the computation of taxable 
excess distributions under Sections 665 
to 668, however, it is possible that the 
taxable distributions may exceed the 
reduction of taxable income in the 
hands of the trust by virtue of such 
distributions—there no longer being any 
statutory connection between the quan- 
tum of the deduction to the trust and 
the taxability to the beneficiary. 


Question on alien beneficiary 


When a nonresident alien beneficiary 
is subject to tax on his distributions, 
it would appear that as a logical matter 
he should be subject to tax under the 
sections specifically applicable to him, 
that is, he should be taxable on dis- 
tributable or distributed estate or trust 
gross income if he falls under Section 
871(a) and on distributable or dis- 
tributed estate or trust net income if 
he falls under 871(b) or (c). Whether 
or not this will be the rule under the 
1954 Code cannot be determined with 
any clarity, but there appears to be a 
sound argument that this will not be 
the case. 

Under the Internal Revenue Code of 
1939, while the source and nature of 
distributable trust income normally sur- 
vived the trust conduit, the trust was 
considered more than a mere agent, 
and beneficiaries taxable under Sec- 
tion 211(a) (1939) were taxed on the 
distributable or distributed net income 
of the trust and not on the distributable 
or distributed gross income, at least 
when the terms of the trust provided 
for a “netting” of income before distri- 
bution to the beneficiaries (Otto H. 
Wittschen, 5 TC 10 (1945) Acq.). 
Where, however, the trust was in fact a 
mere collecting agency for the benefi- 
ciaries a converse rule applied.? [This 
conclusion is in accord with that reached 
by Henry Schneider 2 JTAX 32. 
Ed.] 

The fundamental rule of Sections 
652(a) and 662(a) requires the inclu- 
sion in the gross income of the benefi- 
ciary of the income which is distribut- 
able or distributed by the estate or trust. 
It follows, therefore, that the estate or 
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trust should compute its net income be- 
fore making its distributions (which as 
a practical commercial matter is essen- 
tial since it presumably cannot deal with 
more than it has). The distribution 
which therefore turns up as gross in- 
come in the hands of the beneficiaries 
is, by definition, the gross income of the 
estate or trust “netted” in accordance 
with Sections 641(b) and 642, so 
that the gross income requirement of 
Section 871(a) is complied with even 
though in fact there is a distribution of 
“netted” income. While this result may 
not be strictly logical, it is not unreason- 
able to arrive at a result which taxes 
only what the taxpayer in fact receives. 
To the extent of course that certain 
estate and trust deductions, such as de- 
preciation and depletion, are to be taken 
by the beneficiaries, (Section 642(e) ), 
the allowability of such deductions will 
continue to turn directly on whether or 
not the particular beneficiary comes un- 
der Section 871(a). Finally, it may be 
said without hesitation that to the extent 
tax has been withheld on the estate or 
trust with respect to income taxable to 
the beneficiary, to that extent the bene- 
ficiary may reduce his tax liability re- 
gardless of the provision under which 


. he is taxed (Muir v. Comm’r., 10 T.C. 


307 (1948) affirmed 182 F. 2d 819 
(4th Cir. 1950) ). 


Question on United States beneficiary 
United States citizen or resident alien 
beneficiaries of foreign estates and trusts 
must, of course, in much the same way 
as in the case of domestic estates and 
trusts, include in their income such 
distributable, distributed or taxable 
amounts as are made subject to tax un- 
der the rules of Sections 652, 662 and 
665 to 668. Where, however, accumu- 
lated income of a domestic estate or 
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trust would not be taxable to United 
States citizen or resident alien benefi- 
ciaries on distribution, to that extent the 
accumulated income of a foreign estate 
or trust will not in most instances be 
taxable on distribution to these benefi- 
ciaries, even though the grantor or de- 
cedent was a United States citizen or 
resident alien and even though the 
foreign estate or trust was not subject io 
United States tax on the income giving 
rise to the accumulations. Thus, for in- 
stance, absent a tax avoidance scheme, 
a Canadian trust set up by a United 
States citizen grantor, if so designed, 
could accumulate capital gains on the 
various Canadian stock exchanges with- 
out being subject to either Canadian or 
United States tax, and the distributions 
in due course of the accumulations of 
such a trust to United States citizen 
beneficiaries would not be subject to 
Canadian or United States tax unless 
deemed to be taxable excess distribu- 
tions under Sections 665 to 668 of the 
Internal Revenue Code of 1954. 


England, Canada, Ireland 
all cut personal taxes 


TAX RELIEF, for one reason or another, 
is arising all around us. England is cut- 
ting basic rates and increasing both 
personal and child allowances, with the 
effect that an additional 2,400,000 per- 
sons will escape paying any income tax 
whatever. 

England’s basic tax rate will drop 
from nine shillings in the pound to 8 
shillings six pence (from $1.26 to 1.19 
out of every $2.80 of taxable income), 
resulting in a 42.5% rate on all taxable 
income over $1,400 per year for both 
individuals and businesses. 

For those having an income of less 
than $1,400, there has been proposed 
a cut of 3!/,% in the present graduated 
scale of 7s 6d, 5s, and 2s in the pound. 

Tax-free allowance will be increased 
as follows: single persons from $336 to 
$392, married couples from $588 to 
$672, and the allowance for children 
from $238 to $280. 


U.S. estate tax treaties 


FRANZ Martin Joseru has written for 
the Bulletin for International Fiscal 
Documentation an interesting compari- 
son of the basic provisions of the estate 
tax treaties which the United States has 
negotiated. It is published in two in- 
stallments in the January-April and 





May-June, 1955 issues. (Bulletin for 
International Fiscal Documentation, 
published by the International Bureau 
of Fiscal Documentation, Herengracht 
196, Amsterdam, Vol. IX, No. 1-2, Jan.- 
Apr. 1955, p. 31, No. 3, May-June, 
1955, p. 149.) 





New decisions 


Foreign residence commenced at time 
physical presence abroad was coupled 
with intention to work there perma- 
nently. [Acquiescence.] In October, 
1947, while taxpayer was a sojourner 
in Argentina, he was offered a perma- 
nent job there. He returned to the U.S. 
in November, 1947, to get his family, 
and sailed with them in December, ar- 
riving in Argentina in February 1948. 
In determining when his bona fide resi- 
dence in Argentina began, the court 
held that his physical presence in Ar- 
gentina in October 1947 coupled with 
his intention to become a permanent 
employee there, made him an Argentine 
resident at that time. His short trip 
back to the U.S. did not break his for- 
eign residency. He could therefore ex- 
clude from tax all income earned in 
Argentina during 1948. Page, 24 TC 
No. 8, Acq. IRB 1955-41. 


UNRRA employee bona fide foreign 
resident. [ Acquiescence.] Taxpayer, ap- 
pointed for an indefinite period as an 
UNRRA employee in Germany, was 
held to be a bona fide resident abroad. 
Her compensation for services rendered 
abroad was therefore exempt from tax. 
The court finds that she planned an 
indefinite stay abroad, married a Euro- 
pean, established a home there; these 
established her intention of becoming 
a resident of the foreign country. Stier- 
hout, 24 TC No. 54, Acq. IRB 1955-41. 


No exchange adjustment on _ subsidi- 
aries foreign taxes; its books were kept 
in U.S. dollars. [Non-acquiescence 
withdrawn.] Taxpayer was entitled to 
a credit against dividends from its sub- 
sidiary for Mexican income taxes paid 
by it. Since the subsidiary’s books 
showed tax payments savings and divi- 
dends in U.S. dollars, no reduction for 
exchange fluctuations is proper. [This 
case was affirmed on appeal, CA-2, 
3/15/55, cert. den. 10/12/55. Ed.] 
American Metal Co., Ltd., 19 TC 879. 
Non-acq. IRB 1953-1, 7; Acq. IRB 
1955-41. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH S. MARTEL 





New York State hold stock dividends 


taxable for franchise 


Ts ATTORNEY GENERAL of New York 
State has concluded that distribu- 
tions by a corporation of its own par 
value stock on the basis of a transfer of 
earned surplus to capital are dividends 
for franchise tax purposes under Sec- 
tion 182 of the Tax Law. 

The Department of Taxation and Fi- 
nance requested an opinion of the At- 
torney General as to whether stock divi- 
dends were subject to an additional 2% 
franchise tax (see below). Specifically 
the question was whether distributions 
by corporations of its own par value 
stock based on a transfer of earned sur- 
plus to capital are dividends taxable 
under Section 182 of the Tax Law. The 
Attorney General resolved the question 
on the basis of whether the Legisla- 
ture intended to include “stock divi- 
cends” as a measure of the additional 
tax. He reviewed the federal decisions 
bearing on the question of whether 
stock dividends were income for the 
purpose of the federal income tax. He 
discussed the 1918 decision of Towne v. 
Eisner, 245 US 14 and the 1920 case of 
Eisner v. Macomber, 252 US 189. These 
cases were cited by the New York Court 
of Appeals in their determination of 
whether a stock dividend was subject to 
the New York State income tax. How- 
ever, the holdings in these cases were 
brushed aside on the theory that the 
question at issue did not concern itself 
with an income tax but with the corpo- 
rate franchise tax. 

He placed great reliance on the for- 
mal opinion of the Attorney General in 
1920 in which the distinction was made 
between the income tax and the corpo- 
rate franchise tax. He quotes in part 
from this earlier Attorney General’s 
opinion as follows: “The Constitution 
of the United States puts no limitation 
upon the power of the State to tax stock 
dividends nor does the Constitution of 


tax purposes 


the State of New York and it clearly 
appears from the opinion of the Su- 
preme Court that in the absence of 
Constitutional limitation, that power is 
inherent in sovereignty.” 

Under Section 182 of the Tax Law, 
a tax is levied for the privilege of exer- 
cising its corporate franchise in holding 
property in the state upon every domes- 
tic corporation wholly engaged in the 
purchase and sale of and holding title 
to real estate for itself or wholly en- 
gaged in the business of subleasing real 
property, etc. This section further pro- 
vides that such corporations pay an 
additional tax based upon the sum of 
any dividends distributed and not here- 
tofore used as the basis of any addi- 
tional franchise tax and upon the sum 
of the corporation’s actual net worth in 
excess of its actual paid-in capital at 
the rate of 2% on such portion of the 
aggregate thereof as its assets in New 
York, exclusive of cash on hand and 
on deposit, bear to its total assets, ex- 
cluding cash on hand and on deposit. * 


Kentucky upholds necessity 
for reasonable allocation 


A STATE’S RIGHT to tax an allocated por- 
tion of the value of interstate migratory 
property depends upon the reasonable- 
ness of the method of allocation. The 
Franklin Circuit Court of Kentucky has 
declared unconstitutional a 1954 Ken- 
tucky law on the grounds that the ap- 
portionment method used was _ un- 


founded and opened the way to double 
taxation. 

The method objected to in Ohio 
River Company v. Allphin (Franklin 
Circuit Court, June 18, 1955) involved 
the allocation of taxable property of 
nonresident watercraft according to the 
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ratio of the length of its lines in the 
state to the total length of its lines. 
The carrier which challenged this allo- 
cation method was not qualified to do 
business in the state and neither owned 
nor leased any real or personal property 
there. Its ships had no fixed movement 
and most of its business passed along 
the Ohio River without touching Ken- 
tucky ports. The court held that the 
mere use of this public highway within 
the Kentucky state boundaries was in- 
sufficient grounds for a state tax upon 
the boats and barges. It indicated tiat 
if they followed fixed routes and sched- 
ules, there would be some basis for 
apportionment. In this case, however, 
not only was such a basis lacking, but 
if other states on opposite shores used 
the same method, the boats could be 
subject to double taxation along the 
length of its whole run. % 


NATA asks for census of 
state and local government 


Tue NATIONAL AssociaTIon of Tax Ad- 
ministrators has recommended that the 
Bureau of the Budget and Congress 
conduct a census of the financial status 
of state and local governments as pro- 
vided for in existing law. No such census 
has been conducted since 1942, and the 
Association believes that current infor- 
mation about the financial operations 
and resources of non-federal govern- 
ments will be helpful in formulating 
state revenue programs and _ policies. 
Requested particularly is measurement 
of the market value of taxable real 
property through analysis of ratios of 
assessed value of property to sales 
prices. we 


Massachusetts to tax 
non-residents on income 
earned in state 


MassacuuseTts has become the 29th 
state to apply to non-residents as well 
as residents a tax on income earned 
within its borders. Rates for both groups 
will be the same—a 2'/,% basic charge, 
with a 23% surtax. Residents of neigh- 
boring states who work in Massachusetts 
have been told it won't do them any 
good to complain. New York and Ver- 
mont have both been doing this for 
years. w 
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Payments which 1954 Code permits to be 


made next year and deducted this year 


yer TAX PLANNING for the cor- 
poration should include considera- 
tion of those payments which the new 
Code permits to be made next year but 
deducted this year. The rules under the 
1954 Code differ from the 1939 Code. 
Similarly, an individual’s fiscal and tax 
program can be affected by these con- 
siderations, and in case of closely held 
corporations it is important for owners 
to calculate the effect on their own tax 
situations. 


Payments to employee trusts 

Taxpayers maintaining established 
and approved retirement plans and 
trusts and using the accrual method of 
accounting under authority of Section 
404(a)(6) may take credit in the tax- 
able year to which such payment applies 
if the payment is made after the close 
of the taxable year. This deduction is 
allowed only if the actual payment is 
made on or before the date prescribed 
for filing of the income tax return. The 
time limit allowed for making such pay- 
ment includes such time as is granted 
as an extension for filing of a return. 
Now, under the 1954 Code, corporate 
taxpayers are required to file returns, 
absent extensions, on or before the 
15th day of the 3rd month following 
the close of a taxable year. Individuals 
and partnerships are required to file re- 
turns, absent extensions, on or before 
the 15th day of the 4th month following 
the close of the taxable year. 

Under the 1939 Code taxpayers using 
the accrual method were allowed only 
60 days in which to make the payment 
if such payment was to be deductible 
in the preceding taxable year. The regu- 
lations are not clear as to whether or 
not the taxpayer must actually accrue 
the amount on the books prior to the 
close of the taxable year. To be on the 


safe side it is suggested that the esti- 
mated amount of the payment be ac- 
crued on the books as evidence of the 
intent to accrue. The estimated amount 
may be adjusted to the actual amount 
when finally determined. 

Under the 1939 Code the Tax Court 
has held that where the 60th day ended 
on Sunday or a holiday, the period was 
extended to the next business day. It is 
advisable that the contribution payment 
be in the hands of the trustee on or be- 
fore the last day allowed for such pay- 
ment. 

It is safest to make an actual pay- 
ment in money. The Commissioner and 
the Tax Court have both held that a 
promissory note of the employer is to 
be considered as a deduction only in 
the year in which the note is paid. How- 
ever, the Third Circuit, in the Sachs 
Slaymaker Lock Co. case, allowed a de- 
duction in the year the note was given, 
on the theory that the “demand” note 
was negotiable and payable at a bank, 
and further that the note was actually 
delivered within the time limit, the 
employer giving the note was solvent, 
the note was worth its face value 
when delivered, and that the note must 
later be paid in cash. The Commissioner 
has not appealed this case, but he has 
refused to be bound by that decision 
with respect to future cases. 


Dividend payments in Section 531 cases 


The 1954 Code provides in Section 
563(a) that in the determination of the 
“dividends paid deduction” for purposes 
of the accumulated earnings tax im- 
posed by Section 531, a dividend 
paid on or before the 15th day of the 
3rd month following the close of a tax- 
able year shall be considered as having 
been paid during such taxable year. 
Under these circumstances a dividend 





paid on or before March 15 will entitle 
the calendar year corporate taxpayer to 
the “dividends paid deduction” in deter- 
mining the net amount of the “accumu- 
lated taxable income” for purposes of 
imposing the tax under Section 531. 


Payments of compensation, interest, etc. 


Section 267(a) disallows certain ex- 
penses that would otherwise be deduct- 
ible under sections 162, 163, and 212 if 
the taxpayer accruing the expense is 
related to the taxpayer who will receive 
the accrued amounts as such relationship 
is defined in section 267(b), and if ac- 
tual payment of the accrued amount is 
not made within two and one-half 
months after the close of the taxable 
year of the taxpayer claiming the de- 
duction. 

If 50% or more of the corporate stock 
is owned by an individual, directly or 
indirectly the expense for compensation 
or interest payable to such individual 
will be disallowed to the corporation, 
unless actual payment is made to the 
individual within two and _ one-half 
months after the close of the corpora- 
tion’s taxable year. 

This is important to small closely 
held corporations. Although the amount 
accrued to an individual who owns less 
than 50% of the stock, directly or in- 
directly, may be paid at any time after 
the accrual without fear of disallow- 
ance under this section, it is important 
that the term “indirectly” be fully un- 
derstood. 

For example, if the individual to 
whom the compensation or interest has 
been accrued owns 25% of the corpo- 
rate stock and some other person or per- 
sons who are related to him or who may 
be his partner owns stock in the same 
corporation in excess of 25% then the 
two-and-one-half-months rule would 
apply. The section 267 rule is appli- 
cable where the payer (corporation) uses 
the accrual method of accounting and 
the person to receive the amount of 
accrual uses the cash method of account- 
ing, and for reporting taxable income. 

This rule is to prevent the accrual 
basis taxpayer from taking a deduction 
for an amount which the cash basis tax- 
payer would never report as income. 
Payment of the accrued amount in cash 
within two and one-half months after 
the close of the corporation’s taxable 
year obviously would satisfy the require- 
ments of the Code. The courts have held 
that the issuance of a check or a nego- 
tiable promissory note payable on de- 
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mand or at some specified future date 
satisfies the payment requirements. In 
either case, whether the individual re- 
ceives cash or check or promissory note, 
it is income to the individual in the year 
of receipt. 

It is also important that the payment 
when made by the corporation be 
specifically designated as a payment on 
the accrual of the expense, if at the time 
of payment the corporation is indebted 
to the individual for some other reason. 
If such designation is not made the 
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Commissioner might contend that pay- 
ment was in fact made on the other 
obligation. 

If payment is made by check of the 
corporation and the payee immediately 
endorses the check over to the corpora- 
tion for deposit in its bank account, the 
requirements would be met if the check 
were good. But, on the other hand, if 
the balance in the corporation’s bank 
account was not sufficient to meet the 
payment of the check the requirements 
would not be met. vr 


Observe rules in debt financing 


to retain tax advantage 


‘a HE USE OF debt for financing real 

estate business has tax advantage 
over the use of equity capital. Interest 
is fully deductible, repayment of the 
debt is not taxed, and the face value of 
the obligations may not be questioned. 
To get these advantages, however, a 
“thin corporation” won't do. Such 
organizations, characterized by a 
nominal stock investment and an ex- 
cessive amount of borrowed funds from 
stockholders, aren’t standing up too 
well under government scrutiny. The 
J. K. Lasser Tax Institute offers ten rules 
whose observance will keep you clear of 
possible violations, in Lasser’s Tax 
Planning for Real Estate (Reinhold, 
1955): 


Ten rules for debt financing 


1. Make sure that the obligations 
represent a true indebtedness. Do not 
hedge them with so many restrictions 
and limitations that the holders’ rights 
more clearly resemble those of stock- 
holders than creditors. The nature of 
the obligation and the rights that it 
confers upon its holder—not its name 
or designation as bond or note—will 
determine its tax status. 

2. Keep the debt down to what a 
lender would extend to the business. 
Be ready to prove your position by 
experts. Some insist we always get ex- 
pert opinion to show how much we 
could obtain from outsiders. In addi- 
tion, we get expert opinion to show the 
rate of interest that would be paid, and 
the term the debt would run, time for 
payments on the principal. With these 
figures, we can determine the amount 
of bonds to issue, the interest rate, and 


the rate of maturity. The remaining 
value of the property should be repre- 
sented by stock. 

3. Be sure the large indebtedness is 
not in approximate proportion to stock 
ownership. Otherwise you add force to 
the argument that the loans were really 
contributions to capital. This is hard 
to explain as coincidence. It indicates 
a desire to maintain fixed interests in 
the corporation’s assets. 

4. Be sure the advances are not the 
corporation’s only source of working 
capital. Ordinarily stock investment 
makes up some part of a corporation’s 
original working capital. When in- 
debtedness only is used for working 
capital, it takes on the character of 
stock. 

5. The source for repayment of the 
loans should not be the earnings. Stock 
investment usually makes up risk capi- 
tal. Stockholders of a corporation 
normally look to future profits for a 
return on their investment. A lender of 
money generally requires greater as- 
surance of repayment. He looks more to 
the present asset value of the debtor. 
Thus a loan dependent upon future 
profits becomes very similar to a stock 
investment. 

6. Be sure other creditors will not 
be paid before lender-stuckholders, in 
an insolvency proceeding. This fact 
could be very persuasive. A corpora- 
tion’s debt is not a debt for other pur- 
poses; why, then, should it be a debt 
for purposes of taxation? 

7. Give the loans all the character- 
istics of an arm’s length transaction. 
Transactions between a corporation and 
its stockholders are subject to attack. 


Excessive debt might be considered a 
contribution to capital. It makes a 
questionable transaction more liable to 
attack. Get these characteristics into 
your loan: 

The principal should be no more than 
a commercial lender would give. 

Maturity, redemption, interest, and 
other terms are what a commercial 
lender would expect. 

Security (mortgage) is what an out- 
sider would seek. Perhaps have an 
actual endorser on the debt. 

Avoid: interest dependent upon earn- 
ings; subordination or limitation of 
remedies upon a defaut. 

8. Best of all, have the debt ad- 
vanced by a distinct outsider, even if 
the equity-holders have to guarantee 
the debt. Outside financing, even if it 
is guaranteed by stockholders, is much 
better than stockholder debt. There 
should be no difficulty with these debts, 
if they are essential to the business, nor 
can the debt payments be called divi- 
dends. But be careful how you use a 
guarantee. In one case a guarantee fund 
was set up to assure the lender a return 
of 7 percent on sales and 6 percent on 
invested capital. The balance of the 
corporation’s earnings were paid over to 
the guarantor. The court held that the 
guarantee was a coutribution to capital. 
Thus payments to the guarantor could 
not be deducted as a business expense. 

9. Follow formal requirements. Call 
the obligation a bond or a note. Make 
sure that your bookkeeping reflects the 
treatment of the item as a debt. All this 
formal treatment may not help you at 
all. But if you do not follow it, it can 
hurt you. 

10. Rule-of-thumb to use. Maybe the 
debt ought never to exceed 3 or 4 times 
the equity investment. Or we may be 
safe if the debt ratio to stock is close 
to the standards for marketable bond 
issues generally: 

Debt ceiling is about 60 percent of 
the replacement value of the underlying 
assets. 

Debt interest is 1/, of earnings. 

Two Tax Court cases have disallowed 
interest deductions where the corpora- 
tion had a ratio of debt to capital as 
high as 61/, to 1. A recent Tax Court 
decision held that a ratio of 4.4 to 1 
was inadequate. All advance the theory 
of “inadequate capitalization” to dis- 
allow the deductions. Our decisions go 
far toward saying that a debt structure 
far overbalanced gives us _ risk—not 
debt—capital. wr 
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Hurricanes stir small tempest 


in New England tax thinking 


TEW ENGLAND, hard hit by recent 

floods and hurricanes, has been com- 
ing up with several suggestions for tax 
allowances to ease the impact of such 
disasters. The Northern Textile Associa- 
tion has requested a change in IRS 
rules which would permit current de- 
duction of the cost of such protective 
devices as waterproof bulkheads, walls, 
etc. Spokesmen for the textile industry 
have pointed out that since current 
losses occasioned by hurricanes, as well 
as the cost of flood insurance, are de- 
ductible expenditures to 
prevent such losses should be treated 
similarly. The also 
asked that the granting 
accelerated amortization for reconstruc- 


each year, 
Association has 
recent order 
tion of damaged facilities be made ap- 
plicable to those textile mills in New 
England damaged by flood or hurri- 
cane this year. The federal regulations 
now allow this only for industries with 
government-set expansion goals. 
Seymour Harris, Harvard professor 
and chairman of the New England Gov- 
Textile also re- 
an extension of preferential 
treatment now given under defense con- 


ernors’ Committee, 


quested 


tracts to non-defense industries, and 
urged government consideration of 
federal-sponsored insurance against 


flood damage. 


Abatement of withholding 

The American Optical Company of 
Southbridge, Mass., concerned itself 
with the hardship which the floods 
caused its employees. Noting that the 
need for financial assistance is greatest 
‘ in the period immediately following any 
disaster, the company requested the 
IRS to grant permission to refund taxes 
withheld from employees in 1955, the 
elimination of withholding for the bal- 
ance of 1955, and immediate tentative 
carryback refunds for 1953 and 1954 
where 1955 casualty loss exceeds 1955 
income less personal exemptions. The 
company pointed out that under exist- 
ing Regulations some measure of relief 
is already provided to corporations, un- 
incorporated businesses, and others not 
subject to withholding, and said that 
since the Treasury will make the refund 
eventually, why not do so when it will 
be most useful. The Treasury has said, 


however, that no administrative leeway 
exists at present which would allow 
granting this type of relief. 

The IRS is, however, preparing a 
special guide to tax reductions for 
people whose property was damaged or 
destroyed by the recent hurricanes and 
floods. A revision of a similar guide 
issued last February, it should be ready 
in ample time for the next filing period. 
It will be sent to district directors’ offi- 
ces, where it will be available on re- 
Taxpayers concerned will be 
allowed to deduct their net losses—the 
total less any insurance compensation re- 
ceived. Where this deduction is more 
than the tax withheld in 1955, tax- 
payers will receive a refund. w 


quest. 


Businessmen think taxes 
biggest legislative problem 


TAX REVISION and reduction is the 
legislative matter most important to our 
national economy, in the opinion of 
82.8% of a sample of 4,800 business- 
men queried by the U.S. Chamber of 
Next in importance was 
right-to-work laws, flexible price sup- 
ports for agriculture, the highway pro- 
gram, water resources, welfare funds, 


Ww 


Commerce. 


social security. 


Where, oh where, are 
the new Regulations? 


WE HAVE NO poust that the IRS is just 
as anxious as all the rest of us are to get 
out the new Regulations under the 1954 
Code. While we sympathize with the 
IRS on this big job, we are constantly 
being hampered in tax planning by their 
absence. On behalf of our fellow practi- 
tioners, therefore, we emit this small 
bleat of hope that the new Regs. will 
all be out soon. 

We do understand that the Treasury 
Department will release final regulations 
with respect to Subchapter C relating 
to corporations; depreciation (see page 
17); exempt organizations, partnerships 
and pension trusts by the end of 1955. 
It is possible that proposed regulations 
may be published by the end of 1955 
with respect to: (1) accounting periods 
and méthods; (2) employment taxes; 


(3) estate and gift taxes; and (4) in- 
come of estates and trusts. 

Apparently no date has been set for 
final regulations on other sections of the 
Code and it is almost certain that many 
of the regulations may be delayed be- 
yond 1956. In many areas there is a 
great need for clarification on some 
points. Every effort should be made to 
speed up the publication of the new 
regulations and their final adoption. 
Taxpayers and their advisors should 
know the administrative interpretation 
of the new law, that they may proceed 
with greater confidence and with some 
assurance of agreement with the posi- 
tion the Treasury Department will take. 


NEW MISCELLANEOUS 
DECISIONS AFFECTING SPECIFIC 
INDUSTRIES 


A corporation may hold some stock in 
a “cooperative housing corporation.” 
Ownership of some of its stock by cor- 
porations will not prevent a cooperative 
housing development from qualifying 
as a “cooperative housing corporation” 
if it derives at least 80% of its gross 
income from tenant-stockholders who 
are individuals. Rev. Rul. 55-654. 


Philippine exemption of shipping except 
coastwise similar to U.S.; Philippine 
vessels exempt after independence only. 
[Acquiescence.] The court agrees with 
the taxpayer that as a nonresident for- 
eign corporation it is exempt on its 
earnings from its Philippine-registered 
vessel on trips to the U.S. The Commis- 
sioner had argued that since the Philip- 
pines’ exemption specifically excluded 
earnings Philippine coastwise 
traffic, and the U.S. exemption did not 
exclude earnings from U.S. coastwise 
traffic, the exemptions were not similar 
and Philippine vessels could not claim 
U.S. exemption. The court says it can 
look at the practical effect of the laws, 
and notes that by the Merchant Marine 
Acts foreign-registered 
barred from U.S. coastwise shipping. 
In effect therefore, the U.S. and Phil- 
ippine exemptions are alike. 


from 


vessels are 


However, this exemption is applica- 
ble only to foreign corporations and 
foreign-operated vessels. Until Philip- 
pine independence in July 1946, the 
Philippines were treated, for tax pur- 
poses, as a possession and not as a 
foreign country. Therefore, the exemp- 
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tion applied since July 1946 only. M/V 
Nonsuco, Inc., 23 TC 361, acq. IRB 


1955-42. 


“80% of gross income” test for a new 
cooperative housing corporation applies 
to gross income for entire taxable year. 
To qualify as a cooperative housing 
corporation, a corporation which 
changes over to a cooperative type of 
ownership during the taxable year must 
derive over 80% of the total corporate 
income for its entire taxable year, both 
before and after the changeover, from 
its tenant-stockholders. Rev. Rul. 55- 
556. 


Exempt farmer's cooperative cannot use 
income to buy life insurance. A farmers’ 
cooperative marketing association which 
purchases life insurance on the lives of 
its members is not turning back to its 
members and other producers the pro- 
ceeds of the sales of their products less 
the necessary marketing expenses and 
therefore does not meet the require- 
ments for exemption. Rev. Rul. 55-558. 


No prescribed method for the computa- 
tion by insurance companies of “loss 
adjustment expenses.” An _ insurance 
company, other than a life or mutual 
company, may deduct losses incurred 
but unsettled at the year end and “loss 
adjustment expenses,” the cost of set- 
tling the loss claims, according to the 
accounting method adopted by the Na- 
tional Convention of Insurance Com- 
missioners. These amounts may be com- 
puted under any reasonable method 
subject to acceptance upon examina- 
tion by the IRS. No deduction should 
be made for a particular item if the 
taxpayer has obtained substantial tax 
benefits because of its method of deter- 
mining “loss adjustment expenses” de- 
ductible in its returns for prior years, 
which returns have been finally closed, 
and upon which the statute of limita- 
tions has expired. Rev. Rul. 55-580. 


Cemetery not taxable on sales proceeds 
held in trust for care. [Non-acquies- 
cence withdrawn.] A portion of the 
sales price of crypts in  taxpayer’s 
mausoleum were set aside and paid to 
a trustee to provide perpetual care. This 
portion should not be included in gross 
income and should be excluded from 
the computation of gross profit on the 
installment basis. Community Mau- 
soleum Co., 33 BTA 19; Non-acq. CB 
XV-1, 29; Acq. IRB 1955-41. 
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NEW DECISIONS are listed below by the 
single significant word in the citation, generally 
the taxpayer’s last or principal name. The num- 
ber is page where summary will be found. 


American Metal Co. 60 Fisher 26 
om Frank 19 
— “7 Friedlander Corp. 35 
Benjamin 53 Gamble 18 
Bowden 45 Gibson Est. 45 
- Bowers Est. 26 Gilbert 20 
Boyle, Flagg & Gotfredson 65 
Seaman 20 Gross 34 
Bride 35 Grossman 52 
Brockman Bldg. Gwinn Est. 45 
— 30 Haden, W. D., Est. 45 
3 Harley Est. 44 
Burdick 55 mee - 
Hatfield 27 

Canton 21,55 Heintz 34 
Capitol Indemnity Herzog 53 
Ins. 34 Heublein 19 
Chandler 17 Holcomb 26 
Clapp Trusts 45 Holt 26 
— +. Indian Trailer 53 
Collings Est. 7 worst 8 


Community Jaeger 27 
Mausoleum 65 Jewell 18 
Crabtree 18 Johnson 21, 27, 34 
Crowell Land & Johnston 27 
Mineral Corp. 18 Jones 20, 53 
Cury Est. 54 Joyce 19 
Davis 21 Kent Industrial 35 
Delaware Realty 35 Knipp Est. 44,51 
De Soto Securities 35 Koch & Frese 54 
Dix Est. Larson 51 
Emmert 26 Lentin 20 
Engel 27 Lewis 55 
Farenga 19, 34 Lloyd 53 
Fifteen-Hundred MacSmith Garment 
Walnut St. Corp. 19 Co. 53 
Fiorentino 55 Martin 20 
First Nat’) Bank 20 Massey 17 
Fischer 27 McJunkin Est. 51 
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McKanna 44 Sillman 55 
Meurlin 26 Smith Est. 44 
Meyers 55 Snow 50 
Minn., N.& S. Rry 35 Snyder 54 
Moore 45 Stegner 26 
Murray 18 Stein 19 
. Stierhout 60 
Nonsuco, Inc. 64 Strauch 55 
Nordan 19 Stowers Est. 45 
. Switzer 19 
Ohio Power Co. 17) coerli : 
Pase 60 Szerlip 53 
Philber Equip. is . = ‘ 
Plotnick 54 _— . a 
Pond’s Extract Co, 53 *UPMe! - 
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Portable Industries 35 Uhl Est. 44 
Robertson 21 United Gas 20, 34 
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Selling 45 Woodlaw 18 
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REVENUE RULINGS: The first number is 
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Rev. Rul. 26 26 
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Similarly where a portion of sales 
price was set aside by contract for per- 
petual care and local law impressed 
these funds with a trust. Inglewood 
Park Cemetery Assn., 6 BTA 386; Non- 
acq. CB VII-1, 38; Acq. IRB 1955-41. 


Sale of dairy cattle, before proof of pro- 
ductiveness, results in ordinary income. 
[Cert. denied.] The taxpayer, a dairy 
farmer, adopted the policy of building 
up a herd of top-grade Brown Swiss 
milk-producing cattle. His aim was to 
retain as many of the animals born on 
the farm as met his high standards and 
to sell the others. To judge the fitness 
of the animals a cow had to be 36 
months of age (one year after the drop- 
ping of her first calf) and a bull 48 
months of age (when his first offspring 
begins milking). The Tax Court found 
that animals sold prior to such time were 
not sold because of unfitness as part 
of the dairy herd and ordinary income, 
not capital gain, resulted from the sale. 
On these facts, the sixth circuit affirms 
on the rationale of the Fox case, 198 F. 
2d 719, on which the Commissioner re- 
lied and in which the fourth circuit held 
that cattle sold before they became part 
of the breeding herd were not held for 


breeding purposes within the capital 
gains provisions. The court stated, how- 
ever, that if the case were before it de 
novo, it would follow McDonald (214 
F.2d 341) in which the second circuit 
recognized that a farmer could cull 
animals prior to the breeding period on 
the basis of apparent characteristics. 
Gotfredson, CA-5, 12/27/54. Certiorari 
denied 10/12/55. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or an. urchase 
and sale of merchandise, and similar 
items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 33 West 42nd 
Street, New York 36. Replies should 
also be sent to this address. 








POSITION WANTED 


Tax Accountant, young, New York CPA, 
LLB with good accounting and legal train- 
ing, and controllership experience, seeks 
tax work with law firm, or in tax depart- 
ment of a major company. Box 1561. 
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Binders hold 12 issues (two volumes); they are gold-stamped on the back, 
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showing “The Journal of Taxation,” the period covered, and the volume 
and number of the issues contained. The binders are blue simulated 
leather on heavy binder’s board; copies of the Fournal are firmly held in 
place by metal blades. While copies are easily removable at will, the 


binding is sturdy and permanent, able to withstand constant usage. 


The price is $3 per binder, plus postage. 


In ordering please specify whether you want binder for Volume I & II 
(June 1954 through June 1955), or for Volume III & IV (July 1955 through 
June 1956), or for Volume V & VI (January 1956 through June 1956), or 
any combination of the three. If delivery is to be made in New York City, 
please add 9¢ per binder sales tax. Order from: The Journal of Taxation, 33 


West 42nd Street, New York 36, New York. We will bill you. 








